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Administrative... 


FEDERAL 
TAXES 


TAKE ANOTHER LOOK at Kilpatrick v. 
U. S., 52-1 ustc J 9303 (DC N. Y.) (Taxes—The Tax Magazine, 
June, 1952, page 402)—this timely case deserves further con- 
sideration. A tax deduction of a $3,000 salary, paid by the tax- 
payer to his son who was in the Army, was allowed. This type 
of payment is allowed as a business-expense deduction because it 
is “justified by past services and an employer’s advantage in 
retaining the services of experienced personnel when released 
from service.” See Berkshire Oil Company, CCH Dec. 16,125, 9 TC 
903 (1947) ; also I. T. 3417, 1940-2 CB 64. Such payments are be- 
coming more common today, with many large firms instituting 
plans whereby regular employees receive part of their usual 
salary while they are in the armed services. Why look again . 
in the Kilpatrick case the Commissioner, though faced with his 
own prior ruling, attempted to deny the deduction. The court, 
however, thought that Congress had given tacit. approval to the 
administrative policy allowing these deductions because of Con- 
gressional failure to make any provision to the contrary while 
this ruling was being followed. 


UnrortTuNATELY it costs money to 
prove you didn’t break the law. The OPA brought suit for 
a large sum of money, charging sales at over-ceiling prices. Sub- 
sequently it offered to settle all claims for $7,000. The defendant 
paid the $7,000 to rid itself of the nuisance of the suit, believing 
that the costs of the defense would far exceed the $7,000, despite 
the fact that it was not guilty of any violation. The payment was 
allowed as an income tax deduction . . . ordinary and necessary 
business expense.—Drucker, CCH Dec. 19,072(M), 11 TCM 680. 


WHERE THE RETURNS are false and 
fraudulent, filed with intent to evade, the Commissioner can 
assess the tax at any time. In other words, there is no statute of 
limitations on fraud.—Yopp, CCH Dec. 19,043(M), 11 TCM 615. 
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Money RECEIVED from the sale of a 
story may be spread over a 36-month period prior to the end 
of the taxable year in which the story is sold, although the 
story was completed some time prior to the sale-—Blum, CCH 
Dec. 19,042(M), 11 TCM 612. 


Ir you drop your watch and break it, the cost 
of repairs is not deductible as a casualty loss, because it is not 
in the same category as fire, storm or shipwreck.—Taylor, CCH 
Dec. 19,062(M), 11 TCM 651, and Thompson, CCH Dec. 17,924, 


15 TC 609. Taylor was a carpenter and Thompson was a cement 
finisher. 


CoNnTRIBUTIONS to the National Tax 
Equality Association which is organized for the carrying on of 
propaganda, the objective being the revision of the tax structure, 
are not deductible contributions.—American Hardware & Equip- 
ment Company, CCH Dec. 19,061(M), 11 TCM 650. See also 


Roberts Dairy Company, CCH Dec. 17,952(M), 9 TCM 1000, 
aff’d 52-1 ustc § 9286. 


Prizes AWARDED in an essay contest 


are taxable income. The rule to be followed is the one set up by 
the Supreme Court in Robertson v. U. S., 51-2 ustc § 9401. “In 
the legal sense, payment of a prize to a winner of a contest is the 
discharge of a contractual obligation.”—U. S. v. Amirikian, 52-1 
ustc J 9366 (CA-4). 


A COPYRIGHT, like love, is divisible, and 
so the sale of the movie rights to Forever Amber produced a cap- 


ital gain for the authoress.—Herwig v. U. S., 52-1 ustc { 9351 
(Ct. Cls.). 


Tora COLLECTIONS since November 
1, 1951, of the excise-wagering tax amount to $3,079,970. In the 
same period 20,557 gamblers decided to do business according to 
Uncle’s tax laws. In spite of the Kahirger decision (52-1 ustc 
{ 9309) holding that the wagering tax provisions are unconstitu- 
tional, the Commissioner is proceeding with enforcement of this 
tax. At least 50 cases have been processed through the district 
courts. One defendant had been engaged in selling football pool 
tickets without having purchased an occupational stamp. Sub- 
sequent to his arrest, he joined the Marine Corps and appeared 
at the trial in his uniform. The sentence... guilty... confinement 
in the custody of the United States Marshal for 30 minutes. But 
more is being said of this tax. The District Court for the Southern 
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District of California has just rendered a decision holding the 
tax provisions constitutional (U. S. v. Smith, 52-1 ustc { 9389). 
This court says: “The tax was enacted after extensive hearings 
of the Kefauver Committee .... If the Congress, by taxing the 
activity sought to discourage it, it acted within its constitutional 
powers. For, as amply appears, the Congress may use the power 
to tax in order to bear more heavily on certain activities as it has 
done in taxing state bank issues of circulating notes, dealings 
in narcotics, firearms and even the sale of harmless oleomargarine.” 


Fraup has been added to the list of turpi- 
tudes the benefits of which are no longer tax-exempt. Previously, 
the Supreme Court in Rutkin v. U. S., 52-1 ustc J 9260, 343 U. S. 
130, had limited Commissioner v. Wilcox, 46-1 ustc J 9188, 377 U.S. 
404 (an embezzlement case) “to its facts,” by declaring that 
money received through extortion was taxable income. Now, a 
taxpayer who secures money by fraudulent devices will also have 
to share part of his loot with the government. It does not help 
him to show that he has returned all of the money to his victim. 
—Henry C. Boucher, CCH Dec. 19,082, 18 TC —, No. 85. 


F OR the latest development on the capital 
gain-livestock breeding issue, see “Washington Tax Talk,” page 
598. 


W HERE a taxpayer keeps no books or 
where those which he does keep are inadequate, the Commissioner 
can make a determination of taxable income by any method which 
he thinks will clearly reflect the income ; moreover, there is a pre- 
sumption that the Commissioner’s determination is correct ... 
the burden of proving it incorrect is on the taxpayer. The Com- 
missioner can also assess a 5 per cent negligence penalty where 
income is substantially understated and inadequate records have 
been kept.—Riddle, CCH Dec. 19,103(M), 11 TCM 741. 


“Back PAY” is taxable at the tax rates 
in effect for the years in which the pay was earned. But back pay 
has a technical definition. It does not include any settlement for 
commissions or wages which have been made as a result of dis- 
putes between employer and employee. The phrase, in Section 
107 (d) (2), “which is determined after the commencement of 
court proceedings” shows Congressional intent to limit back pay 


to this type of settlement.—Thompson, CCH Dec. 19,101, 18 TC— 
No. 89. 
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The Congress 


Two tax treaties with Finland and one 
with Switzerland, dealing with the avoid- 
ance of double taxation, were ratified by the 
Senate on July 4. Treaties with both coun- 
tries dealt with estate and inheritance taxes. 
The second treaty with Finland covered in- 
come taxation. Instruments of ratification 
must be exchanged by the respective coun- 
tries before the treaties become effective. 


The President 


The President has now approved all tax 
legislation passed by the Eighty-second Con- 
gress, Second Session. Two measures signed 
in June and 12 signed in July are briefly 
reported below: 

The Alaskan railroads tax is repealed. 
(P. L. 386, H. R. 156, approved June 10.) 


Coconut oil from the Territory of the 
Pacific Islands is exempted from the do- 
mestic first processing tax. (P. L. 391, 
H. R. 7188, approved June 12.) 


Approximately 100 amendments are made 
to the Bankruptcy Act, 12 of which are 
substantive. (P. L. 456, S. 2234, approved 
July 7.) 

Proceeds of sports promoters from pro- 
grams conducted for the benefit of the 
American Red Cross are excludable from 
gross income, and the limit on charitable 
deductions by individuals is increased to 20 
per cent of adjusted gross income. (P. L. 
465, H. R. 7345, approved July 8.) 


The 1951 temporary formula for determin- 
ing income and excess profits taxes of life 


insurance companies is continued for 1952. - 


(P. L. 468, H. R. 7876, approved July 8.) 

Members of Congress are allowed a living 
expense deduction of $3,000 in 1953 and 
1954. Bad debt deductions on account of 
loans to political parties or their adjuncts 
are denied, except to banks. (P. L. 471, 
H. R. 7313, approved July 9.) 


Washington Tax Talk 


Secretary Seeks to End 
Livestock Raisers’ Windfall .. . 


President Signs Tax Measures 


Washington Tax Talk 


The suspension of the copper import tax 
on metal scrap is extended to June 30, 1953. 
(P. L. 535, H. R. 6845, approved July 14.) 

For taxable years beginning after Decem- 
ber 31, 1947, the adjusted basis of property 
is to be reduced by the excessive deprecia- 
tion allowed only to the extent that such 
deduction resulted in a tax benefit. (P. L. 
539, H. R. 3168, approved July 14.) 

The right of trial by jury in tax-recovery 


cases, previously permitted against Col- 
lectors of Internal Revenue, is specifically 


‘preserved. The time in which members of 


the armed forces have to take advantage of 
Code Section 112 (n), relating to the non- 
recognition of gain from the sale or ex- 
change of residences, is extended by tolling 
their period of active duty a maximum of 
four years. (P. L. 567, H. R. 8270, ap- 
proved July 16.) 

Recreational facilities of the armed forces 
are exempted from the excise tax on bowl- 
ing alleys, etc. The time for filing claims 
under the World War II Renegotiation Act 
is extended through December 31, 1952. 
The time for the substitution of the new 
Renegotiation Board in connection with re- 
negotiation suits under World War II law 
before the Tax Court, because of the aboli- 
tion of the old Renegotiation Board, is ex- 
tended one year. (P. L. 576, H. R. 5734, 
approved July 17.) 

Amendments to the Merchant Marine Act 
of 1936 are made. Though signing the bill, 
the President objected to certain of its pro- 
visions. He called the provisions relating 
to the new construction subsidy policy as 
not clear and apparently permitting the 
government to grant construction subsidies 
to any vessels engaged in foreign trade and 
regardless of whether used on an essential 
trade route. He also criticized the bill as 
failing to deal constructively with the prob- 
lem of excessive and unintended tax benefits 
enjoyed by the maritime industry. (P. L. 
586, S. 241, approved July 17.) 
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Federal agencies are authorized to with- 
hold state in¢éome taxes. Taxes would be 
withheld only from personnel actually em- 
ployed within the state and not from mem- 
bers of the armed forces. (P. L. 587, S. 
1999, approved July 17.) 


Exemption from taxation in the year of 
distribution of employer’s securities to a 
beneficiary of an employee’s trusts is ex- 
tended to any net unrealized appreciation in 
such securities attributable to the amount 
contributed by the employee. Code Section 
165 (b) is amended. (P. L. 589, H. R. 
7255, approved July 17.) 


The 1951 act percentage depletion amend- 
ments have been made effective as of Janu- 
ary 1, 1951. A base period earnings credit 
for deposits under the Merchant Marine Act 
is provided for excess profits tax purposes. 
Two other excess profits tax amendments 
authorize manufacturers and _ fabricators 
using copper and zinc to compute an alter- 
native average base period net income, and 
provide that loss in one branch of a cor- 
poration shall not in certain circumstances 
reduce its base period earnings. (P. L. 594, 
H. R. 8271, approved July 21.) 


The Secretary 


Twenty-five per cent of the livestock 
raisers and most of the small farmers who 
are operating on a cash rather than an ac- 
crual method of accounting are currently 
benefitting from a tax situation that not 
only enables them to escape income taxes on 
profits made from the sale of animals raised 
for draft, breeding or dairy purposes, but 
also permits them to sustain a book loss on 
the transaction that acts to reduce their tax- 
able income from other transactions. 


This windfall is the object of envy from 
livestock raisers and farmers who are oper- 
ating on the accrual method of accounting 
and they are beseiging the Bureau of In- 
ternal Revenue with requests to change 
over to the cash method of accounting. 


Concerned over the loss of revenue to the 
government and disturbed by the inequality 
brought about between the groups using 
the two different accounting systems, Treas- 
ury Secretary John W. Snyder has sent a 
letter to the chairmen of the Congressional 
committees concerned with taxation. He 
outlines and illustrates the problem and 
proposes a cure as follows: 


“The problem arises from a combination 
of two circumstances: 
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“1. The long-continued administrative prac- 
tice of permitting farmers to take current 
expense deductions for the cost of raising 
livestock held for draft, breeding, or dairy 
purposes; and 


“2. The recently developed capital-gains 
treatment of profits upon the sale of live- 
stock held for those purposes. 


“Taxpayers have always been required to 
capitalize, rather than to deduct currently, 
the cost of buildings, machinery, . equip- 
ment, and other types of property used in 
the conduct of a trade or business and 
subject to the allowance for depreciation. 
Since livestock used by a farmer for draft, 
breeding, or dairy purposes is property 
used in his trade or business and subject 
to the allowance for depreciation, farmers 
have long been required to capitalize the 
cost of animals purchased for those purposes. 


“However, since the early days of the 
income tax, the regulations have permitted 
farmers to take current expense deductions 
for the cost of raising livestock intended 
for draft, breeding, or dairy purposes. The 
apparent reason for this regulation, which 
was introduced before favorable tax treat- 
ment had been granted to capital gains, 
was that the cost of raising an animal to 
maturity might be difficult to ascertain, 
particularly since the Bureau of Internal 
Revenue did not at that time recognize 
methods of approximating such costs. Since 
the sales price of the animal then represented 
ordinary income the regulation resulted in 
no loss of revenue to the Government. For 
more than 20 years after the provisions 
favoring capital gains were introduced into 
the income tax law (in the Revenue Act 
of 1921), this method continued to produce 
acceptable results since gain upon the sale 
of livestock from dairy or breeding herds 
was consistently treated as ordinary income. 


“However, the treatment of profits upon 
the sale of such animals as ordinary in- 
come has gradually been departed from in 
recent years. The first step in this direction 
was the issuance in 1944 and 1945 of two 
rulings by the Bureau of Internal Revenue 
(IT 3666, C. B. 1944, p. 270, and IT 3712, 
C. B. 1945, p. 176), developed with the 
assistance of representatives of livestock 
associations. These rulings granted capital- 
gains treatment to unusual sales which re- 
duced the size of the breeding or dairy 
herd, but not to routine sales of culled 
animals. The second step was a series of 
court decisions, beginning with that in 
Albright v. United States (CA-8, 1949) 173 

(Continued on page 669) 
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Establishing and Increasing 


the Excess Profits Credit 


By SAMUEL MIRANDY, New York CPA 


WHAT PRECAUTIONS SHOULD MANAGEMENT TAKE IN _ ESTABLISH- 
ING THE MAXIMUM AMOUNT OF ITS EXCESS PROFITS CREDIT? 
WHAT CAN MANAGEMENT DO ABOUT INCREASING THE CREDIT? 


WyinEnever corporate earnings are 
substantial or unusually high, manage- 
ment is resigned to payment of a large 
income tax. However, despite such earn- 
ings, there is always the hope that the 
excess profits tax can either be avoided or 
minimized. This objective is sometimes 
attained through fortuitous circumstances 
relating to the determination of the excess 
profits credit. 


The alternative opportunities for estab- 
lishing a sufficient credit serve as a con- 
stant challenge to the management. It is 
its function not only to establish the maxi- 
mum excess profits credit under prevailing 
circumstances but also to explore and apply 
measures for preserving or increasing the 
credit. 


Value of Excess Profits Credit 


Before considering factors relating to 
establishing or increasing the credit, let us 
consider the value of this credit. What is 
the excess profits credit worth? Under ex- 
isting law, each dollar of additional credit 
may be expected to produce an annual sav- 
ing of 30 cents. However, this saving does 
not materialize for taxable periods where 


Excess Profits Credit 


(1) the corporation is not exposed to the 
tax because the earning level is below the 
existing credit level or (2) the relationship 
of the earning level to the credit level causes 
the excess profits tax ceiling rate to become 
operative. 


The value of the credit disappears en- 
tirely when applied to taxable years where 
the ceiling excess profits tax rate is appli- 
cable, unless, of course, the additional credit 
serves to remove the corporation from the 
ceiling bracket. Whether the credit is $25 
thousand or $25 million, the current year’s 
excess profits tax is identical if the ceiling 
computation remains applicable in each in- 
stance. Under the Revenue Act of 1951, 
this break point occurs when the income 
equals 2%4 times the credit for taxable 
periods beginning after March 31, 1951, and 
approximately 2.353 times the credit for the 
1951 calendar year. 


Establishing Credit 


What precautions should management 
take in establishing the maximum amount 
of its excess profits credit? It is elementary 
that computations should be made under 
the various optional methods in order to 
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Mr. Mirandy is employed in the tax depart- 
ment of Lybrand, Ross Bros. & Montgomery 


reduce the current tax or increase the amount 
of unused credit. Two alternative methods 
are available for computing the credit: the 
invested-capital method and the income 
method. A special rule provides a third 
alternative method in connection with regu- 
lated public utilities. 


The precautions to be exercised in estab- 
lishing the credit will depend upon the 
method employed for determining the credit. 
In the case of invested capital, separate 
computations should be made under both 
the net-asset and historical methods. A 
comparison of the credit determined under 
each of the two invested-capital methods is 
important because Congress, for some strange 
reason, has restricted the use of the his- 
torical invested-capital method to corpora- 
tions which specifically elect to use this 
method as opposed to the net-asset method. 


Application of the Part III rules should 
be explored. They affect computations un- 
der the historical invested-capital method 
as well as equity capital under both the net 
asset invested-capital and the average-income 
methods. These rules should be carefully 
considered to insure against omittting sig- 
nificant factors pertinent to the determina- 
tion. These rules become effective generally 
when there are intercorporate transfers 
requiring a carry-over of the transferor’s 
basis. The following illustrates how Part 
III rules may be applied. Assume that the 
taxpayer paid $1 million cash for all the 
stock of Corporation X at a time when the 
tax basis of the latter’s net assets equaled 
$600,000. The fair market value of the tan- 
gible assets is also assumed to be $600,000. 
Under the subsequent liquidation of Cor- 
poration X in a transaction qualifying as 
taxfree under Section 112(b) (6), the tax- 
payer might thereafter, in determining equity 
capital for either net-asset or income-method 
purposes, include as an asset the $400,000 
of good will reflected in the taxpayer’s pur- 
chase price of the stock. Under the his- 
torical invested-capital method, this $400,000 
would also be reflected in determining the 
plus or minus adjustment to accumulated 
earnings and profits. 


The basic precautions to be taken in 
establishing the maximum credit under the 
income method may be summarized as follows: 

(1) Base-period transactions should be 
scrutinized for permissible adjustments un- 


der Section 433 (b) which serve to increase 
excess profits net income for the period, 
for example, elimination of abnormal deduc- 
tions, bond-retirement expenses, etc. 


(2) It should be ascertained whether the 
taxpayer qualifies as a “growth corporation” 
under Section 435 (e), in which event alter- 
native methods are available for computing 
the average base-period net income—at the 
sacrifice of the portion of the credit per- 
taining to a base-period capital addition. 


(3) If the corporation acquired proper- 
ties in a tax-free transaction occurring sub- 
sequent to the commencement of its base 
period, the application of the Part II pro- 
visions should be considered. The base- 
period earnings experiences of the predeces- 
sors from which such properties were ac- 
quired could be combined with those of the 
corporation for the purpose of determining 
the average base-period net income under 
the general-average or growth method. 


(4) The possible application of one or 
more of the relief provisions set forth in 
Sections 442 through 446 (Section 459, 
added by the Revenue Act of 1951, should 
also be consulted, since it provides relief 
in certain additional cases), inclusive, 
should be explored. Eligibility will permit 
the substitution of reconstructed income for 
a portion or all of the base period. 


(5) The adjustments required to reflect 
assets and liabilities at the proper tax basis 
for purposes of determining changes in 
equity capital should be considered. 


Increasing Credit 


What can management do about increas- 
ing the credit? Corporate management will 
seldom be in a position to originate a trans- 
action solely for the purpose of increasing 
the excess profits credit. Statutory restric- 
tions, such as the “good-faith clause” relat- 
ing both to money and property paid in for 
stock and borrowed capital, will serve as 
a sufficient check in most instances. How- 
ever, certain opportunities for increasing the 
credit are sometimes available through a 
consideration of alternative means or pe- 
riods for effecting a prospective transaction 
in order to produce the maximum excess 
profits credit. 


Transactions which directly affect the 
amount of the credit generally fall into the 
following groups: (1) the issuance of stock, 
(2) fluctuations in corporate borrowings, 
(3) change in intercorporate and other 
stockholdings and (4) distributions to 
shareholders. 
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The most obvious and easily recognized 
way to increase the credit is by the issuance 
of stock. The employment of additional 
capital in the business will increase the 
credit under the various alternative meth- 
ods. However, when consideration for the 
stock is in a form other than cash, the effect 
upon the credit may vary considerably de- 
pending upon whether the acquisition of 
the properties happens to be in the form of 
a taxable or nontaxable exchange. 


Property paid in for stock, paid-in sur- 
plus or paid-in capital is reflected at its 
unadjusted basis for determining gain under 
the income method, for purposes of in- 
vested capital computed under the asset 
method and for determining loss under the 
historical invested-capital method. The princi- 
pal distinction is the recognition of the 
March 1, 1913 fair value for tangible assets 
(where higher than cost) under the former 
method. Sufficient for this purpose is the 
fact that the various methods for deter- 
mining the excess profits credit require the 
properties to be reflected, in the event of a 
nontaxable exchange, at the transferor’s 


basis. In the case of the tax-free exchange, . 


substantial appreciations in fair market 
value cannot be reflected in the excess prof- 
its credit of the acquiring corporation, 
whereas a taxable exchange will permit the 
inclusion of the properties at their fair value. 
If the transferor of properties appreciated 
in value is not particularly anxious to re- 
tain an interest in the acquiring corporation, 
it may be advantageous for the latter to 
issue preferred stock or sell its stock for 
cash which would be turned over to the 
transferor. As an inducement for the change, 
some slight increase in the purchase price 
would be warranted, inasmuch as consum- 
mation of the transaction on the changed 
basis would serve to increase not only the 
excess profits credit but also the tax basis 
for the acquired properties. Conversely, if 
the properties had depreciated in value, it 
would be in the best interest of the acquir- 
ing corporation to issue stock in such form 
and manner as would assure the tax-free 
nature of the exchange. 


The issuance of stock for property in a 
nontaxable exchange presents further op- 
portunities for increasing the credit under 
the average-income method. The nontax- 
able exchange permits the taxpayer, if such 
step is more favorable, to waive the 12 per 
cent credit relating to the capital addition 
and include the credit attributable to the 
base-period earnings experience of the prede- 
cessor. A $1 million stock issue will 
increase the credit by $120,000 in a taxable 


Excess Profits Credit 


exchange, whereas the higher of $120,000 
or a credit based on the predecessor’s base- 
period earnings will be available with a 
nontaxable exchange. 


Under Section 474, added by the Revenue 
Act of 1951, use of a credit based on the 
predecessor’s base-period earnings is avail- 
able in certain circumstances in the case of 
purchases or taxable exchanges. 


Changes in Borrowed Capital 


Borrowed-capital changes also affect the 
credit under each of the various methods. 
The Treasury has referred to the borrowed- 
capital features of the excess profits tax law 
as loopholes on the grounds that many 
companies are finding it profitable to bor- 
row in order to reduce their tax. This is 
particularly true when the company is ex- 
posed to an excess profits tax not computed 
under the ceiling. Assuming that a com- 
pany using the income method borrows $1 
million at 4 per cent, the carrying charge 
amounts to $40,000 per year. Such charge 
is more than offset by tax savings of not 
less than $50,800, determined as follows: 
(1) income tax reduction of $20,800 (com- 
puted at the combined rate of normal tax 
and surtax of 52 per cent imposed by the 
Revenue Act of 1951, effective April 1, 
1951); (2) excess profits tax reduction, at- 
tributable to the interest under the least 
favorable conditions, equal to 30 per cent of 
$10,000, or $3,000; and (3) excess profits 
tax reduction of $27,000 (30 per cent of 
$90,000) attributable to the increase in credit. 
This results in a $10,800 annual profit for 
each $1 million borrowed at 4 per cent. The 
interest break-even point under similar con- 
ditions is at 634 per cent. If taxpayer’s 
excess profits tax is computed at the 30 per 
cent rate, borrowings at interest rates which 
do not exceed 6% per cent per annum will 
cost nil and, instead, produce a cash saving, 
the amount of which will depend upon the 
excess of said 6% per cent over the actual 
interest rate. 


The law requires adjustments for loans 
to members of a controlled group in order 
to prevent duplicate credits for borrowed 
funds. When the company making the loan 
either has no excess profits tax liability for 
the year or has such a liability computed 
at the ceiling rate, the reduction of its credit 
will not produce a disadvantage. Under 
these circumstances, advances to affiliates 
should be evidenced by a form of indebted- 
ness which qualifies the latter for the bor- 
rowed-capital credit. On the other hand, 
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when the borrowing affiliate may not utilize 
the credit applicable to the intercorporate 
borrowings, the loan should be reflected 
in the open account. 


Change in Inadmissible Assets 


Excess profits credit adjustments required 
for changes in inadmissible assets fall into 
two categories: investments in stocks of 
controlled or affiliated companies, and other 
inadmissible assets. 


Ordinarily, the decision of management 
with respect to contemplated changes in 
inadmissible assets will be affected by fac- 
tors far more important than the effect 
thereof upon the excess profits credit. How- 
ever, the probable effect upon the credit 
is important in the case of controlled or 
affliated companies, since it is possible to 
dispose of the inadmissible asset and still 
retain the underlying properties. This could 
be achieved through liquidation or merger. 
Affiliated companies not electing to file con- 
solidated returns because of the 2 per cent 
penalty surtax may find it advantageous to 
merge or liquidate subsidiaries if, after the 
application of Part II or Part III, such 
step serves to increase the aggregate usable 
credit. Although the aggregate of the pre- 
vious credits should exceed the resulting 
credit, the merger or liquidation may permit 
utilization of certain credits which would 
not otherwise produce excess profits tax 
benefits. Part II and Part III may also 
apply to nontaxable transactions involving 
controlled corporations with less than the 
95 per cent stock affiliation required for con- 
solidated returns. 


However, a word of caution is advisable 
at this point. Elimination of subsidiaries 
may increase rather than decrease the ex- 


cess profits tax liability unless accompanied 
by substantial benefits from an otherwise 
unusable credit. This is due to the vagaries 
of the ceiling rate. Once the ceiling be- 
comes applicable, it tends to reduce the 
effective rate of tax, for the greater the 
number of subsidiaries, the greater the num- 
ber of taxpayers—and the greater the number 
of taxpayers, the greater the number of 
opportunities to obtain the benefit of the 
ceiling rate. For example, assume that 
Corporations A, B and C (all calendar-year 
corporations) each had a credit of $1 mil- 
lion and excess profits net incomes of $1 mil- 
lion, $2 and $3 million. The respective ex- 
cess profits tax liabilities under the Reve- 
nue Act of 1951 would be zero, $300,000 
and $517,500, or an aggregate of $817,500, 
with C’s tax being computed under the ceil- 
ing. A merger of the three companies would 
result in a $6 million income with a $3 mil- 
lion credit and a tax liability of $900,000, 
without the benefit of the ceiling rate. The 
tax cost of merging would be $82,500. 


Distribution to Stockholders 


Distributions to shareholders reduce the 
amount of assets employed in the business 
and therefore reduce the excess profits 
credit. In order to keep such reduction 
at a minimum, management should defer, 
insofar as possible, the retirement of out- 
standing shares, refrain from a liberal divi- 
dend policy (assuming the Section 102 
penalty tax will not apply) and, in the case 
of distributions contemplated for the early 
portion of the taxable year, postpone the 
payment thereof until after the first 60 days. 
Such postponement will defer the reduction 
applicable to such dividend for another year. 

[The End] 


AMERICANS ARE PROUD OF THEIR JUDGES: MEDINA 


“Tt is curious what a man will do when 


he once gets an idea in his head. It is 
impossible for me to convey to you by 
words the impression made on me by 
those thousands and thousands of letters 
I received after the Commie trial was 
over. They came from every corner of 
the United States; thousands of them 
were signed by the husband and his wife 
together; many, many hundreds bore the 
signatures of whole groups of people 
such as the owner and all the employees 
of a little restaurant or a beauty shop or 
a store or organization of one kind or 
another. What these people were ex- 
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cited about was not me; I was a mere 
symbol. What caused all the excitement 
was the pride that all these people felt 
in the administration of American jus- 
tice. And thus it was that I came to 
realize something which goes to the heart 
of what I have to say here today. The 
people of America love their judges; they 
honor and revere them; and they look to 
their judges for leadership in the im- 
provement of the administration of jus- 
tice. You may put that down as a fact.” 
—Judge Harold R. Medina in the Journal 
of the American Judicature Society, June, 
1952. 
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Dividing Corporations 
and Section 129 


By JOHN B. LEAKE 


IN VIEW OF THE EXCESS PROFITS TAX, ATTENTION IS ONCE 
AGAIN FOCUSED ON SECTION 129, TERMED ‘‘DANGEROUS” BY 
THE AUTHOR. UNLIKE SECTION 45, THIS SECTION DISALLOWS 
A CONDEMNED DEDUCTION, CREDIT OR ALLOWANCE IN TOTO 


5 Beco IMPORTANCE of many provi- 
sions of the Internal Revenue Code 
varies little from year to year. That of 
others, however, increases and subsides only 
to become significant again. Among the 
latter is Section 129. The precipitate in- 
crease in the tax burden resulting from the 
defense program causes us to focus atten- 
tion again on this section. 

Section 129 provides in part as follows: 

“Sec. 129. Acquisitions Made to Evade 
or Avoid Income or Excess Profits Tax— 
(a) Disallowance of Deduction, Credit, or 
Allowance.—If (1) any person or persons 
acquire, on or after October 8, 1940, directly 
or indirectly, control of a corporation, or 
(2) any corporation acquires, on or after 
October 8, 1940, directly or indirectly, prop- 
erty of another corporation, not controlled, 
directly or indirectly, immediately prior to 
such acquisition, by such acquiring corpo- 
ration or its stockholders, the basis of which 
property, in the hands of the acquiring 
corporation, is determined by reference to 
the basis in the hands of the transferor 
corporation, and the principal purpose for 
which such acquisition was made is evasion 
or avoidance of Federal income or excess 
profits tax by securing the benefit of a 
deduction, credit, or other allowance which 
such person or corporation would not other- 
wise enjoy, then such deduction, credit, or 
other allowance shall not be allowed.” 


1S. Rept. No. 627, 78th Cong., 1st Sess., 1944 
CB 1016. 


Dividing Corporations 


Section 129 was added to the Code by 
Section 128 of the Revenue Act of 1943. 
The objective and particular type of scheme 
at which it was directed were stated in the 
1943 Senate Finance Committee Report’ 
to be as follows: 


“The objective of the section, as stated 
in the report on the House bill, is to pre- 
vent the distortion through tax avoidance 
of the deduction, credit, or allowance pro- 
visions of the Code, particularly those of 
the type represented by the recently devel- 
oped practice of corporations with large 
excess profits (or the interests controlling 
such corporations) acquiring corporations 
with current, past, or prospective losses or 
deductions, deficits, or current or unused 
excess profits credits, for the purpose of 
reducing income and excess profits taxes.” 


This section is a dangerous one. Unlike 
Section 45, which limits the Commissioner 
of Internal Revenue to distribution, appor- 
tionment or allocation of deductions, credits 
or allowances among the related organiza- 
tions, this section disallows the condemned 
deduction, credit or allowance in toto. In 


_ many circumstances the Commissioner will 


invoke both sections hoping to be sustained 
on one or the other. Section 45 would ordi- 
narily return the taxpayer to the status quo 
ante and thus not be seriously damaging. 
On the other hand, the taxpayer may have 
placed itself in such a situation that if it 
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were to be wholly deprived, under Sec- 
tion 129, of a deduction, credit or allow- 
ance, it would suffer a great loss. 


Many corporate enterprises today wish 
to divide their businesses for one reason 
or another. If the principal purpose of the 
division is a business one, the tax consid- 
erations thus being merely incidental or at 
least not the principal purpose, Section 129 
will not apply. (Alcorn Wholesale Com- 
pany, CCH Dec. 18,034, 16 TC 75 (1951) 
(acq.); Berland’s Inc. of South Bend, CCH 
Dec. 18,057, 16 TC 182 (1951) (acq.).) In 
the multitude of cases, however, the prin- 
cipal purpose will be obscure and probably 
difficult to establish with any degree of 
certainty. Counsel, therefore, will want to 
know the risk his client runs if the worst 
happens and Section 129 is applied to the 
transaction. To take a specific case, let us 
assume that a presently existing business 
corporation forms a new corporation and 
thereafter transfers some of its business 
property to it for stock. Let us also as- 
sume, for the purposes of discussion, the 
absence of a principal business purpose. In 
these circumstances may either corporation, 
or both, be subject to Section 129? 


First, the parent corporation could fall 
within the statute only under clause (1) 
as the person”? who acquires control of a 
corporation. 


Second, as to the subsidiary, there are 
two possibilities. It could come within the 
statute if under clause (1) a deduction, 
credit or allowance can be denied the “ac- 
quired” corporation or if the subsidiary is 
an “acquiring” corporation under clause (2). 


Legislative History 


Having these three possibilities in mind, 
let us look to the legislative history of the 
section as reflected in both the House and 
Senate reports accompanying the Revenue 
Act of 1943. These reports show that Con- 
gress intentionally avoided specific descrip- 
tion in Section 129 of tax schemes which 


2 The definition of the term ‘‘person’’ includes 
a corporation. (Regs. 111, Sec. 29.129-1 (e).) 

3H. R. No. 871, S. Rept. No. 627, 78th Cong., 
ist Sess., 1944 CB 938, 1016 and following. 

4S. Rept. No. 2375, 8ist Cong., 2d Sess., 
1950-2 CB 533. This is the report accompanying 
the Revenue Act of 1950. 

5 Regs. 111, Secs. 29.129-1 (d) and 29.129-3. 


the section was intended to catch,’ and they 
fail to show whether a division of corporate 
assets was within the purview of the sec- 
tion. In a later Congress, however, the 
Senate Finance Committee Report‘ states: 


“It is not intended . . that the 
exemption of the first $25, 000 of a corpo- 
ration’s surtax net income from the surtax 
shall be abused by the splitting up, directly 
or indirectly, of a business enterprise into 
two or more corporations or the forming 
of two or more corporations to carry on an 
integrated business enterprise. I[t is believed 
that sections 45 and 129 will prevent this form 
of tax avoidance.” (Italics supplied.) 


In the regulations under Section 129 the 
Treasury Department has unequivocably 
taken the position that a transfer of assets 
to a newly organized corporation in ex- 
change for its stock is an acquisition within 
the meaning of Section 129. These regula- 
tions * provide: 


“(d) . . . Similarly, if B, on October 
7, 1940, owns certain assets and transfers 
on October 8, 1940 such assets to a newly 
organized Corporation Y in exchange for all 
the stock of Corporation Y, an acquisition 
within the meaning of such phrase is made 
by B on October 8, 1940. 


“If the requisite acquisition and purpose 


exist, among the transactions within (1) of ° 


section 129(a) are the following: 


“(2) A corporation with large scabie 
transfers the assets of each of its branches 
or departments to newly organized corpo- 
rations in order to secure the benefit of 
the exemption provided in section 710 
(b) (1); or 

“(3) A corporation with high earning 
assets transfers them to a newly organized 
subsidiary retaining assets likely to pro- 
duce losses or to be disposed of at a loss 
for the purpose of securing refunds through 
a utilization of the unused excess profits 
carry-back or the net operating loss 
carry-back.” 


A writer * has stated that these provisions 
are of questionable validity and also that 
Section 129 apparently does not apply in 
the case of a corporate split-up. An earlier 
writer" has, to the contrary, concluded that 
the statute is applicable where one corpo- 
ration subdivides into many others. 


* ‘Some Aspects of the Parent Subsidiary Re- 
lationships under the Revenue Act of 1950,’ 
Wilbur H. Friedman, Proceedings of New York 
University Ninth Annual Institute on Federal 
Taxation (1950), pp. 1161, 1164. 

™“Acquisitions to Avoid Tax,’ Rudick, 58 
Harvard Law Review 196 (1944-1945). 
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_The only case directly in point is J. E. 
Dilworth Company v. Henslee (51-2 ustc 
q 9413, 98 F. Supp. 957 (DC Tenn., 1950)), 
where the district court was of the opinion 
that Section 129 does not apply where new 
assets are not acquired by the parent and 
it merely transfers assets it already owns 
to its newly organized subsidiary. The 
Commissioner had taxed the subsidiary’s 
income to the parent. The court’s decision 
is weakened, because, as another ground 
for it, it also found that the principal pur- 
pose of organizing the subsidiary was not 
to evade or avoid tax. There was no dis- 
cussion whatsoever of the regulations. 


Indirect authority on the applicability 
of Section 129 to the subsidiary as the “ac- 
quired” corporation under clause (1) is 
found in the following dictum of the Tax 
Court in Alprosa Watch Corporation, CCH 
Dec. 16,559, 11 TC 240, 245 (1948): 


“That section [1291 would seem to pro- 
hibit the use of a deduction, credit, or allow- 
ance only by the acquiring person or 
corporation and not their use by the cor- 
poration whose control was acquired.” 


Along similar lines is the statement of 
the Tax Court in Commodore’s Point Ter- 
minal Corporation, CCH Dec. 16,602, 11 TC 
411, 417 (1948): * 


“This section [129] condemns tax avoid- 
ance only when there is acquisition of con- 
trol and the employment of that control 
for the principal purpose of avoiding or 
evading tax, the acquiring person thereby 
securing the benefit of a deduction, credit, or 
allowance ‘which such person or corporation 
would not otherwise enjoy’. The word ‘other- 
wise’ can only be interpreted to mean that the 
deduction, credit, or allowance, if it is to be 
disallowed, must stem from the acquired 
control.” (Italics supplied.) 


In this case the taxpayer purchased 58 per 
cent of the stock of Piggly Wiggly Corpora- 
tion. The purpose of the acquisition was 
to increase its income by dividends, so that 
it would have funds to pay debts and meet 
expenses. The Commissioner tried to dis- 
allow, among other things, under Sec- 
tion 129, the dividend-received credit which 
the taxpayer claimed on the dividends of 
Piggly Wiggly. The Tax Court overruled 
him and held that the credit was properly 
allowable, since its allowance did not stem 
from the acquired control. It said: 


“Petitioner would have received dividends 
and would have been entitled to claim a 


*It is interesting to note that both the 
Alprosa Watch and Commodore’s Point opinions 
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dividends received credit proportionately as 
great from any number of shares less than 
an amount constituting a controlling in- 
terest. There is no evidence, nor does the 
respondent suggest that petitioner received 
its dividends by virtue of its controlling 
interest. In this case the number of shares 
held by petitioner was determinative only 
of the amount of dividends received, and 
the control acquired was incidental to the 
primary purpose of the acquisition which 
was to increase the petitioner’s gross income.” 


Muddle of Authority 


In summary, therefore, on our question, 
we have uninformative committee reports, 
except possibly those for a year long after 
the statute was enacted, text writers at 
odds, the Regulations holding the section 
to be applicable, a district court case to the 
contrary and, finally, two Tax Court opin- 
ions at least showing that clause (1) of the 
statute would not apply to the subsidiary. 


This muddle of authority does not give 
any reliable answer as to whether the sec- 
tion is intended and should apply to the 
subsidiary and parent in the division of its 
assets. Under the statutory language itself, 
there does seem, however, no valid reason 
to hold the statute inapplicable to the parent 
as an acquiring corporation under clause (1). 
Even though this may be true, what is the 
deduction, credit or allowance which the 
parent might lose? Generally, in any 
event, the only forfeitable deduction, credit 
or allowance of any importance which it 
would obtain as the acquiring corporation 
would be the dividend-received credit on 
dividends from its subsidiary. The Com- 
missioner, however, would be thwarted in 
disallowing this, since under the Commo- 
dore’s Point case this credit is not disallow- 
able because it does not stem from the ac- 
quired control. 


Insofar as the subsidiary is concerned, 
clause (1) of the statute, at least accord- 
ing to Judge Arundell in the Alprosa Watch 
and Commodore’s Point cases, is not appli- 
cable to the acquired corporation. This 
conclusion is obviously based on the premise 
that the word “corporation” in the statutory 


. phrase “which such person or corporation 


would not otherwise enjoy” refers to the ac- 
quiring corporation under clause (2) and not 
to the acquired’ corporation under either 
that clause or clause (1). From the statu- 
tory context, this certainly seems the rea- 
sonable and proper interpretation. If we 


were written by Judge Arundell, the opinion in 
the latter being reviewed by the court. 
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accept this, as it is submitted we should, 
we eliminate clause (1) as to the subsidiary. 
Thus, the only possibility of applying Sec- 
tion 129 to it is to hold the subsidiary to 
be an “acquiring” corporation under clause (2). 


This clause (2), it is to be noted, cannot 
apply unless there is a carry-over of basis. 
In the creation of a subsidiary this would 
doubtless be the usual case because of in- 
corporation in a Section 112(b)(5) trans- 
action.” In our assumed case—interpolat- 
ing our situation into the words of clause (2) 
—the subsidiary (a) would directly acquire 
property of another corporation (the parent), 
(b) the basis of the property—assuming it 
is not cash—would be a substituted basis 
and (c) the subsidiary, prior to such ac- 
quisition, would not have controlled the 
corporation whose property it acquired, 
namely, the parent. To this extent, these 
statutory requirements of clause (2) will 
be met. There, however, is the further 
question whether within the meaning of the 
statute the stockholder of the subsidiary 
(the parent) controlled the corporation 
whose property was acquired (also the 
parent) prior to the acquisition. 


If the parent did control itself prior to 
the acquisition within the meaning of the 
statute, clause (2) by its very terms would 
not apply. It is submitted to the contrary 
that the parent did not “control” itself 
within the meaning of the term “control” 
as defined in Section 129, since it did not 
own its own stock. 


In an article entitled “Acquisitions for 
Tax Benefit,” 34 California Law Review 1946, 
by Charles L. Barnard, the author reaches 
a similar conclusion. He also contrasts an 
upstream transfer within a controlled group 
—instead of a downstream one as here—and 
states that in the former, the acquiring cor- 


poration would, prior to the acquisition, 
either directly or indirectly have controlled 
the corporation whose property was ac- 
quired, thus causing the statute to be in- 
applicable. There is little logic, if any, in 
the distinction between an upstream and 
downstream transfer. Nevertheless, the dis- 
tinction does in fact seem to exist, for the 
downstream transfer—as in our hypotheti- 
cal case—does fall within a strict and pre- 
cise reading of the statute. 


Before concluding this article, the provi- 
sions of Section 15(c) of the Code which 
were just added by the Revenue Act of 1951 
must be noted. They provide that if a 
corporation transfers part of its property 
(other than money) to a newly organized 
corporation, created for such purpose or not 
actively engaged in business at the time, 
and if the transferor or its stockholders (or 
both) are in control of the transferee after 
the transfer, the transferee will be dis- 
allowed its $25,000 surtax exemption and 
$25,000 minimum excess profits tax credit. 


There are two exceptions to this rule. 
First, if the transferee establishes by a clear 
preponderance of the evidence that obtain- 
ing the exemption or credit was not a 
major purpose of the transfer, there is no 
disallowance of either. Second, neither will 
be disallowed to the extent the Commis- 
sioner allows them under Section 129(b). 
According to this section, he is authorized 
to allow or allocate a deduction, credit or 
allowance otherwise disallowed under Sec- 
tion 129(a). 

Section 15(c) buttresses Section 129(a) 
insofar as a new subsidiary’s exemption and 
minimum credit are concerned, and it pre- 
sents another obstacle to be faced when a 
corporation is to be divided. 

[The End] 


THE TAX RESULT OF MURDER 


If a legatee or devisee in a will murders 
the testator, the inheritance tax is meas- 
ured by the relationship between the 
testator and his heirs, rather than in re- 
lation to the heirs of the murderer-bene- 
ficiary. The rationale here is that when 
the testator is murdered by his chief 
beneficiary, title in his property passes to 
the legatee or devisee, but he will hold 
it as trustee for the testator’s heirs. Since 
this trust is a passive trust, it will be 
automatically executed and title will pass 


* If cash constitutes the entire property trans- 
ferred by the parent to the subsidiary, even 
though there presumably would be a Section 
112 (b) (5) transaction, there would be no carry- 
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to the persons who would have taken 
had the testator survived the beneficiary 
and died a moment after his death— 
Opinion of the North Carolina Attorney 
General, CCH INHERITANCE EsTATE AND 
Girt Tax Reports { 17,587. 


Apparently this is the first time this 
particular point has been ruled on in 
connection with inheritance tax law. The 
opinion, however, has support from simi- 
lar results reached in the fields of trusts 
and wills. 


over of basis. Accordingly, Section 129 would 
not apply. It is interesting to speculate as to 
the application of the section where there is 
part cash and part other property. 
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The Excess Profits Tax Law 


By CARL L. BUMILLER 


THE AUTHOR SPOKE ON THIS SUBJECT AT THE THIRTEENTH ANNUAL 
INSTITUTE’‘ON ACCOUNTING, OHIO STATE UNIVERSITY. HERE HE 
EXPLAINS THE 1950 ACT AS AMENDED BY THE 1951 REVENUE ACT 


T HE REVENUE ACT of 1950, as finally 
enacted, prepared the foundation for 
speedy imposition of the excess profits tax 
law despite the fact that it had been in- 
troduced originally as a “bill to reduce ex- 
cise taxes.” 
that a bill for raising revenue by the levy 
of a corporate excess profits tax, with re- 
troactive effect to October 1 or July 1, 1950, 
be introduced and reported as early as 
practicable after November 15, 1950. 

In accordance with this explicit directive, 
the Excess Profits Tax Act of 1950 was con- 
sidered and passed with unprecedented speed; 
on January 1, 1951, was transmitted by 
Congress to the President; and two days 
later became law. The tax was levied upon 
excess profits retroactively to July 1, 1950. 

Like ancient Gaul of Caesar’s time, the 
Excess Profits Tax Act of 1950 was at first 
divided into three parts. Part I contains the 
basic, substantive sections of the law. Part II 
establishes rules for calculation of the excess 
profits credit based on income, in connec- 
tion with a designated list of tax-free ex- 
changes in which one corporation has 
acquired all or some of the properties of 
another corporation. Part III prescribes 
appropriate rules for the calculation of in- 
vested capital in corporate liquidations, cor- 
porate reorganizations and other exchanges. 


Now Part IV has been added by the Reve- 


nue Act of 1951. It is comparable in scope 
to Part II, but relates to taxable acquisi- 
tions under the income method rather than 
to tax-free exchanges. 


I shall not attempt to conquer all Gaul, 
“as amended,” but only Part I, which con- 
tains the substantive sections of the law. 


Excess Profits Tax Law 


Section 701 of that act directed ~ 


The underlying philosophy of Part I, 
according to the Finance Committee Report 
to the Senate, is the levying of a tax upon 
increased profits presumed to be enjoyed as 
a consequence of the large increases in 
military expenditures following the out- 
break of hostilities in Korea. 


For this reason, primary emphasis has 
been placed upon an average earnings base 
for calculation of the excess profits credit. 
The Senate Finance Committee Report dis- 
closes that Congress deemed it desirable to 
select the years 1946 to 1949 as the base 
period because of the large number of new 
enterprises which had been launched during 
those years and because of the high level of 
earnings of many companies during that 
period. However, to avoid hardship to 
corporations which had poor earnings in 
base period years, the act offers an invested 
capital credit as an alternative. 

Where the average-earnings method was 
to be used, Congress felt that the full allow- 
ance of earnings for the years 1946 to 1949, 
without adjustment, would overstate the 
general earning ability of most corporations. 
Accordingly, Congress debased average earn- 
ings for this period by 15 per cent and al- 
lowed only 85 per cent as a credit. Average 
earnings were further debased by the Revenue 
Act of 1951 to 84.per cent for the calendar 
year 1951 and to 83 per cent for tax years 
beginning after June 30, 1951. Fiscal year 
corporations pro-rate between 85 per cent 
and 83 per cent as of July 1, 1951. 

No doubt Congress was influenced on the 
one hand by the necessity of obtaining in- 
creased revenues and on the other hand by 
testimony before the House Ways and 
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Means Committee that the tax rate should 
be kept low to avoid inefficiencies in the 
business economy. 


Whether the reasoning of Congress was 
sound in originally disallowing 15 per cent 
of average earnings as part of the credit, 
and further disallowing a total of 17 per 
cent of average earnings, is open to de- 
bate. That an excess profits tax law 
should siphon off increased profits arising 
out of the Korean hostilities and war spend- 
ing is acceptable, but that it should seek to 
recapture a portion of peacetime earn- 
ings by means of this reduction in the credit 
is highly questionable. In this connection 
it may be recalled that the World War II 
credit was 95 per cent of the average base 
period net income. 


EXEMPT AND SPECIALLY TREATED 
CORPORATIONS 


In theory, it may be desirable to treat all 
classes of corporations alike under an excess 
profits tax law, but, in practice, Congress has 
found it necessary to exempt certain types 
of corporations. Among these are charitable 
and other corporations which are exempt 
from income taxation under Code Section 
101. Included are those which are taxable 
on unrelated business income under Supple- 
ment U, a new provision first appearing in 
the Revenue Act of 1950. 


Other exempt corporations are domestic 
and foreign personal holding companies, 
regulated investment companies, foreign 
corporations which are not engaged in trade 
or business in the United States and active 
domestic corporations which derive their 
gross incomes primarily from sources out- 
side the United States. A corporation sub- 
ject to Title IV of the Civil Aeronautics 
Act of 1938 may exclude compensation re- 
ceived from the United States for the trans- 
portation of mail by aircraft, and if, after 
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having done so, its adjusted profits net in- 
come is zero or less, it is exempt from tax. 

Finally, incomes of domestic corporations 
from mining any one of a long list of 
strategic minerals, and incomes from the ex- 
cess output of mines, natural gas properties 
and timber blocks are exempt. 


Personal Service Corporations 
(Section 449) 


A personal service corporation is one 
whose income is derived primarily from the 
personal activities of principal shareholders 
who are actively and regularly engaged in 
the business of the corporation. A personal 
service corporation may elect to be exempt, 
as under the World War II law, but all of 
the shareholders must include the undis- 
tributed income of the corporation, after 
deduction of its federal income tax accrual, 
in their individual income tax returns. 
(Supplement S.) 


Regulated Public Utilities 


As a result of extensive hearings before 
the House Ways and Means Committee 
which disclosed inherent limitations in 
profits of regulated public utility companies, 
Congress adopted a unique method for cal- 
culation of their excess profits credits. 


Congress created and defined a regulated | 
public utility as one which receives 80 per 
cent or more of its operating income from 
such public services as the furnishing of 
electric energy, gas, water, sewage disposal, 
rail, air, water, motor and suburban trans- 
portation, pipeline, and telephone and tele- 
graph service. For this class of corporation, 
the credit for normal earnings, in the alter- 
native, may be arrived at by first subtract- 
ing total liabilities from total assets as of 
the beginning of the year to arrive at in- 
vested capital. 
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Those public utilities which are required 
to maintain prescribed systems of accounts 
calculate adjusted invested capital directly 
by combining average common and pre- 
ferred stock accounts, borrowed capital, and 
capital and earned surplus. 


In contrast to other corporations, regu- 
lated public utilities take into capital 100 
per cent of borrowed capital rather than 75 
per cent and, of course, reinstate 100 per 
cent of the interest charge on borrowings. 
The average increase in equity and bor- 
rowed capital during the current year is 
added in, or the average decrease from the 
year is deducted. 


Exempt earnings of regulated utilities are 
determined by multiplying the resulting 
capital, including equity and borrowed 
capital and accumulated earnings, by the 
statutory rate of return for the particular 
class of regulated utility. For most classes, 
the statutory rate is 6 per cent; for tele- 
phone or telegraph companies and common 
air carriers, however, the rate is 7 per cent. 
The utilities also found the Ways and 
Means Committee sympathetic to recogni- 
tion of federal income tax accruals as 
operating expenses. The current accrual 
was permitted to be added to the percentage 
rate of return on capital. 


RATES AND MINIMUM CREDIT 


The World War II excess profits tax law 
adopted the “two-basket” approach under 
which normal profits were placed in one 
basket, subject only to the normal and sur- 
tax rates, and excess profits were placed 
in a second basket, subject only to the 
excess profits tax rate. 


In contrast, the Excess Profits Tax Act 
of 1950 adopts a “one-basket” approach. 
The entire taxable net income first is tax- 
able at the corporate normal and surtax 
rates, next the applicable credit for normal 
earnings is subtracted from this net income 
after adjustments for excess profits tax 
purposes are made and the remaining 
amount, termed “the adjusted excess profits 
net income,” is taxed at the excess profits 
tax rate. 


In the World War II act, the excess 
profits tax rate was 95 per cent of adjusted 











excess profits net income less a credit of 
10 per cent, resulting in an effective tax 
rate of 85% per cent. On a comparative 
basis, the current excess profits tax rate 
for the calendar year 1951, before amend- 
ment by the Revenue Act of 1951, was 
calculated at 77 per cent by adding to- 
gether the normal tax rate of 25 per cent, 
the surtax rate of 22 per cent and the excess 
profits tax rate of 30 per cent. In addition, 
the combined regular and excess profits 
taxes could not exceed a limiting rate of 
62 per cent of excess profits net income. 


Either method of tax computation results 
in substantially the same tax burden, but 
the “one-basket” approach has the ad- 
vantage of permitting separate calculation 
of the regular corporation taxes and the 
excess profits tax and better coordination 
of collection and assessment procedures. 


The Revenue Act of 1951 increased the 
normal tax rate to 283%4 per cent, left the 
surtax rate unchanged at 22 per cent, left 
the excess profits tax rate at 30 per cent 
and adopted a somewhat different method 
for determining the maximum tax. The 
maximum is now expressed in terms of the 
greatest excess profits tax which is to be 
paid on excess profits net income before 
adjustment for the excess profits credit. 
For the calendar year 1951, the excess 
profits tax may not exceed 17% per cent 
of the excess profits net income, and for 
tax years beginning after March 31, 1951, the 
limiting rate is 18 per cent. 


The new 1951 act also adopted maxima 
for the excess profits tax of new corpora- 
tions. These limitations on the amount 
of tax recognize the peculiar relief problems 
incident to the formation of new corpo- 
rations. These new limitations are in ad- 
dition to the relief granted in the so-called 
“relief provisions” which I shall discuss later. 


The ceiling rates are divided into two 
groups, the first group being applicable to 
the first $300,000 of excess profits net in- 
come and the second group to all over 
$300,000 of excess profits net income. Re- 
lief actually is accorded only to the first 
$300,000 of excess profits net income, as the 


_ceiling rates range from 5 per cent to 14 


per cent, as the following table discloses: 


Years Rate —m—————Rate on All over $300,000, 
Corporation on First Year Ending Calendar Year Ending 
in Business $300,000 Before 4/1/51 Year 1951 After 3/31/51 
lor2 5% 15% 174% 18% 
3 8% 15% 174% 18% 
4 11% 15% 174% 18% 
5 14% 15% 17%% 18% 


Excess Profits Tax Law 


To be eligible to use the above ceiling 
rates, a corporation must have commenced 
business after July 1, 1945, and its fifth 
taxable year must end after June 30, 1950. 
On the other hand, a corporation which 
derives more than 50 per cent of its oper- 
ating gross income from contracts and 
subcontracts subject to renegotiation, may 
not use the favorable tax limitation rates. 


The taxable year in which the corpo- 
ration commenced business is taken as its 
first taxable year. Where a predecessor 
corporation was in existence and the “new” 
corporation is an off-shoot of it, the existence 
of the new corporation is pushed back to 
include the existence of the older one, in a 
designated list of tax-free and, in some 
cases, taxable transactions. To this extent, 
the special ceiling rates are not available to 
the otherwise new corporation. 


The $25,000 Minimum Credit 


A minimum credit of $25,000 is accorded 
to any corporation whose excess profits 
credit is less than that amount. The pur- 
pose of the minimum credit is to relieve 
small corporations from tax, and, in this 
respect, the act is an improvment over 
the World War II statute which granted 
a specific exemption of $10,000 to all corpo- 
rations regardless of the amount of their 
regular credit. 


The Revenue Act of 1951, however, dis- 
allows the $25,000 minimum excess profits 
credit and also the $25,000 exemption from 
corporate surtax, to a new or formerly in- 
active corporation to which is transferred 
all or part of the property of another corpo- 
ration. This new provision is designed to 
prevent the possibility of a corporation 
transferring part of its assets to another 
corporation for the purpose of creating 
additional excess profits and surtax exemptions. 


If the transferor corporation or its stock- 
holders are in control of the transferee 
corporation during any part of the taxable 
year of the transferee corporation, the 
credit and exemption are denied, however 


the transferee is permitted to establish by’ 


a clear preponderance of the evidence that 
the securing thereof was not a major pur- 
pose of the transfer. This provision is ef- 
fective only as long as the excess profits tax 
law remains in effect. Special rules are 
prescribed for determining control. 


The unused portion of the excess profits 
credit may be carried back one year in 
reduction of the excess profits tax for that 
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year, and, to the extent that the credit is 
not consumed in that year, it may be carried 
forward to five succeeding excess profits 
tax years. The unused excess profits credit 
carry-back or carry-over is added to and 
increases the regular credit for the current 
year. No unused portion of the minimum 
credit of $25,000 where it is applicable may 
be carried to other years. 


ADJUSTMENT TO BASE PERIOD AND 
CURRENT YEAR INCOMES 


The statute requires adjustments to the 
normal tax net income of the current tax- 
able year, whether the invested-capital or 
average-earnings method is used, in order 
to eliminate unusual and nonrecurring items. 
It also requires a similar set of adjust- 
ments to incomes in base period years if 
a corporation has an eye to possible adop- 
tion of the average-earnings method! for 
determining its excess profits credit. 


Reinstatement 
of Unusual Deductions 


One of the most important adjustments, 
and one which many corporations no doubt 
will be able to make in one form or another, 
permits a corporation selecting the average- 
earnings method to reinstate unusual de- 
ductions taken in base period years. 


Section 433 (b) (9) creates three specific 
classes of deductions which relate to (1) 
adverse judgments, decrees, claims and 
awards; (2) intangible drilling and develop- 
ment costs of oil and gas wells and mines; 
and (3) casualty losses and those arising 
from demolition and abandonment of property. 


The Regulations at Section 40.433 (b)-3 
(d) (1) provide that deductions which do 
not fall within any of these three classes 
may be grouped by a corporation in such 
other classes as are reasonable in its type 
of business and are applicable to its busi- 
ness and accounting practices. World War 
II experience disclosed, under a similar 
provision, that many corporations had ab- 
normal deductions which they could reinstate. 


Observe these four limitations: (1) only 
the amount in excess of 115 per cent of the 
average amount of deductions in that class 
for the four previous years may be rein- 
stated; (2) no amount may be disallowed 
unless it exceeds 5 per cent of the average 
excess profits net income for the taxable years 
in the base period; (3) the amount to be dis- 
allowed in any base period year is limited 


August, 1952 e TAXES—The Tax Magazine 





to the amount by which the deductions of 
the particular class exceed the deductions 
of that class in the current excess profits 
taxable year; and (4) no deductions of any 
class may be reinstated if they are a result 
of a change in the manner of operation, size 
or condition of the taxpayer’s business or 
are a cause or a result of an increase in 
gross income or a decrease in deductions of 
a substantial nature. 


Abnormalities in Current Income 


A companion adjustment to that for un- 
usual deductions in the base period is one 
for abnormalities in income in the current 
excess profits taxable year. (Section 456.) 
The statute lists four separate classes of 
abnormal income which are similar to, but 
more restrictive than, those in Section 721 
of the World War II act. These are: (1) 
income arising from favorable claims, awards, 
judgments or decrees; (2) income from ex- 
ploration, discovery or prospecting extend- 
ing over more than one year; (3) income 
from the sales of patents, formulas or pro- 
cesses developed over a period of more 
than one year (but not income from sales 
of patented articles; compare Section 721); 
and (4) income included in the taxable year 
rather than in another by reason of a change 
in method of accounting. 


The Regulations at Section 40.456-2(b) 
state that other income may be grouped in 
other classes, similar to those specified in 
the statute, which are reasonable in the 
business and appropriate in the light of 
the experience and accounting practices of the 
corporation. Only the amount of abnormal 
income in excess of 115 per cent of the 
average of the previous four years is sub- 
ject to adjustment and then only if it is 
attributable to prior or future taxable 
years. The amount so attributable must be 
allocated to those years, and the tax for 
those years adjusted accordingly. However, 
any income attributable to base period years 
does not increase the average earnings credit. 


Capitalization 
of Advertising Expenditures 


One relief computation which at first blush 


seems to hold forth great promise but, 
during the last war at least, was not 
actually availed of to any great degree is 
the disallowance of advertising expenditures. 
If the taxpayer makes timely election 
(within six months after the due date for 
its first excess profits tax return), ex- 
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penditures for advertising or the promotion 
of good will, made in base period and sub- 
sequent taxable years, may be regarded as 
capital expenditures. The election once made 
must be adhered to for all future years but 
does not affect years prior to the base period. 

The Regulations at Section 40.451-2 state 
that an expenditure for advertising or the 
promotion of good will may be considered 
a capital investment if, upon consideration 
of all the facts and circumstances, it may be 
regarded as increasing the earning capacity 
of a corporation over a substantial period 
subsequent to the year in which the ex- 
penditure is made. In addition, all adver- 
tisements to promote a business or a new 
territory, new products, or a brand or trade 
name, and all others to the extent that they 
exceed the average for the preceding four 
years, may be capitalized. An expenditure 
once capitalized remains a permanent asset 
of the business, and no deduction for 
depreciation may be taken in future years. 

If the election to capitalize is made, a 
corporation is considered to have taken an 
inconsistent position under Section 452, in- 


- sofar as base period treatment is concerned, 


and will be required to recompute its in- 
come taxes for those years; a 6 per cent 
interest penalty is involved. For this rea- 
son and because of the binding nature of 
the election in future years, corporations 
have been wary, and rightly so, of exer- 
cising this seemingly attractive election. 


Capital Gains and Losses 


The last word on capital gains and losses 
as the excess profits tax bill came out of 
conference was that net capital gains were 
to be eliminated from both current income 
and base year income. Of course, net capital 
losses are not deductible by a corporation 
in calculating its income tax. However, the 
treatment of ordinary gains and losses 
under Section 117(j) is to be reversed in 
base period years but not in the current 
taxable year. It was agreed by the Con- 
ference Committee, however, that the matter 
of Section 117(j) losses should receive 
further study. 


Installment Basis; 
Long-Term Contract; Etc. 


There are several other adjustments, the 
most important of which I shall mention. 
For excess profits tax purposes only, a 
corporation using the installment basis of 
accounting may elect to change to the 
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term contracts may shift to the percentage- 
of-completion method. Other adjustments 
entirely eliminate all dividend income from 
both base period incomes and the current 
return, eliminate repayment of processing 
taxes to vendees, and income and deduc- 
tions arising at the time of the retirement 
of bonds of a corporation, and payments 
from foreign sources for technical assistance. 


As borrowed capital is a factor under 
both the average-earnings and the invested- 
capital methods, current income is adjusted 
upward for interest charges. For the pur- 
poses of the invested-capital method, this is 
75 per cent of annual interest, and under 
the earnings credit, it is 75 per cent of the 
interest on increases in borrowed capital 
subsequent to the base period at the aver- 
age interest rate. 


One other adjustment to income which 
should be mentioned is the retention of the 
right to carry a net operating loss back one 
year and forward five years. However, a 
net operating loss carry-back or carry-over 
is eliminated in computing excess profits 
net incomes of the base period years in 
determination of the average earnings credit. 


EXCESS PROFITS CREDIT BASED 
ON INCOME 


A corporation is now ready for the job of 
selecting the most advantageous excess 
profits credit. Let us consider first the 
factors underlying the selection of one of 
the average-earnings methods which, it is 
anticipated, at least a majority of corpora- 
tions will adopt. 


As in the World War II law, the Excess 
Profits Tax Act of 1950 proffers a general- 
average method and a growth formula. 
Under the general-average method, the 
poorest year of the four years 1946 to 
1949 is eliminated, after first increasing 
deficit years to zero. -The three highest 
years then are totaled and averaged to 
obtain the average base period net income. 


Fiscal year corporations whose taxable 
years end prior to April 1 are required to 
use the four taxable years ending prior to 
April 1, 1950, as their base period years. 
Generally, all other fiscal year corporations 
must use the four calendar years 1946 to 
1949, as in the case of calendar year corpo- 
rations; however, the Revenue Act of 1951 
has adopted a substitute base period! for 
these other fiscal year corporations if its 
use results in a lesser excess profits tax 
under the general-average method. This 
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accrual basis, and one with income from long-. 


substitute base period consists of the 48- 
month period ending on March 31, 1950. 
In this computation, any income allocated 
to January, February and March, 1950, is 
to be weighed downward as under one of 
the growth methods. 


Growth Formulas 


A corporation next should make compu- 
tations under the several formulas included 
in the “growth” method to determine if it 
meets the statutory tests for corporate 
growth. If it does, a corporation may take 
advantage of one of the growth formulas 
and use it instead of the general-average 
method if it proves more advantageous. 


Under the law prior to amendment by 
the Revenue Act of 1951, a corporation was 
entitled to use one of the growth formulas 
only if it had commenced business before 
the beginning of its base period. The 1951 
act adopted a liberalizing provision to per- 
mit any corporation which commenced busi- 
ness prior to the end of its base period, to 
use one of the alternatives based on growth. 
Corporations which commenced business 
during the second half of the base period 
have no problem in qualifying, and those 
commencing business in the second year 
of the base period should have little dif- 
ficulty in meeting the tests for corporate 
growth, as these tests generally are made 
by comparing factors in the last part of the 
base period with those in the first part. 


One of the tests for growth, which I 
shall call the “increasing size” test, centers 
in part around the size of the corporation 
and in part around the amount of its total 
payroll or total gross receipts. If total assets 
as of the beginning of its base period, includ- 
ing all assets of includible corporations 
with which it may file a consolidated re- 
turn, do not exceed $20 million, the corpo- 
ration meets the basic requirement. In 
addition, if either its own payrolls, exclud- 
ing those of includible corporations, for the 
last half of its base period have increased 
30 per cent or more over payrolls for the 
first half, or gross receipts for the last half 
have increased 50 per cent or more over 
those for the first half, the corporation 
fulfills the “increasing size” test. 


An alternative test to the first one, which 
I shall refer to as the “net sales and new 
products” test, centers around net sales for 
the period beginning January 1, 1950, and 
ending June 30, 1950. Net sales for this 
purpose are exclusive of discounts, returns 
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and allowances. If the net sales for this 
period, when multiplied by two, equal at 
least 150 per cent of average net sales for 
the years 1946 and 1947, and if 40 per cent 
or more of net sales for the full year 1950 
are attributable to a product or class of 
products of a kind not generally available 
to the public before January 1, 1946, and if 
net sales of the new product for 1946 are 
5 per cent or less of net sales for 1949, the 
alternative second test is met. This test 
clearly has been tailor-made to fit the tele- 
vision industry and by its very terms, few 
companies will be able to qualify under it. 


It will be recalled that the old growth 
formula measured corporate growth by in- 
creases in income alone and not by changes in 
payroll, size, gross receipts or net sales. Cor- 
porations were permitted to add to the average 
income of the last half of the base period 
50 per cent of the increase in the average 
income from the first to the second half. 
This was subject, however, to the limitation 
that the alternative credit based on growth 
could not exceed the income of the highest 
year in the base period. 


As the Joint Committee on Internal 
Revenue Taxation explains in its summary 
of the new growth formulas, application 
of the old formula to the new base years 
would have resulted in the widespread use 
of income of the profitable year 1948 as the 
sole basis for determination of average base 
period net income. Accordingly, three new 
formulas have been incorporated into the 
law whith offer no opportunity to use 1948 
as the sole basis for calculating the average 
earnings credit but do offer several com- 
binations of years from which the corpo- 
ration may select the most advantageous. 


These formulas give a corporation the 
alternative of (1) using its excess profits 
net incomes for the last 24 months of the 
base period and dividing by two; (2) using 
the excess profits net incomes of the last 12 
months of the base period; or (3) com- 
bining the excess profits net incomes of 
each of the 12 months beginning July 1, 
1949, and ending June 30, 1950, after weighting 
the excess profits net incomes for the 
months in 1950 less favorably. 


A corporation which meets the net sales 
and new products test; say, one in the tele- 
vision industry, even though it may meet one 
of the other tests, has a choice of a fourth 
formula which is a variation of the third 
one. If its excess profits net income for 
1949 was very poor, that is, was 25 per cent 
or less of its excess profits net income for 
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1948, it may substitute July 1, 1948, to 
December 31, 1948, for the corresponding 
six months of 1949 and then add six 
weighted months of 1950. 


These formulas give fairly ample recogni- 
tion to corporate growth, provided, of course, 
that a corporation is able to qualify initially 
as a growth company. Perhaps a _ sub- 
stantial number of companies will be able 
to adduce the required increases in payroll 
or gross receipts to qualify for at least one 
of the first three optional methods in which 
the new-products requirement is not a factor. 


Additions to Capital 
in Base Period 


It was generally conceded by Treasury 
representatives and by the members of the 
House Ways and Means Committee alike 
that under the average-earnings method, 
greater recognition should be given to 
changes in capital. This was a most im- 
portant concession in principle from that 


of the World War II statute which per- 


mitted no allowances for any increases in 
capital during the base period, whether in 
the form of equity capital, borrowed capital 
or retained earnings. However, changes in 
formal equity capital, but not in borrowed 
capital or retained ‘earnings in years after 
the base period, were accounted for by an 
8 per cent return on capital additions and 
a 6 per cent rate against reductions. 


Under the 1950 law, growth companies 
do not receive any credit for base period 
additions to capital. However, all com- 
panies which use the general-average method 
are permitted a tax-free return of 12 per 
cent on base period capital additions but 
are not penalized for base period capital 
reductions. 


For a calendar-year corporation, the in- 
crease is 100 per cent of the increase in 1949 
plus 50 per cent of the increase in 1948. 
Borrowed capital, as under the invested- 
capital method which I shall explain shortly, 
is weighted at 75 per cent of the actual 
amount. Investments of capital in 1946 and 
1947 are excluded, because the Ways and 


* Means Committee was of the opinion that 


they are reflected adequately in base period 
earnings. 


Increases in equity capital include not 
only increases in formal capitalization but 
also increases in surplus arising through 
the retention of earnings in the business. 
The increases are measured by a new 
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device called the “asset” method about 
which I shall have more to say later. Under 
this method, liabilities are deducted from 
assets and comparisons then are made be- 
tween net-asset figures at the beginning and 
end of the years 1948 and 1949, respectively. 


Certain adjustments are required to be 
made to the net-asset figures before com- 
putation of increases in capital. One of 
these is the disallowance of a portion of 
borrowed capital, namely, the capitalized 
value of the actual interest charge on borrowed 
capital, capitalized at 12 per cent. The effect of 
this adjustment is the elimination of the amount 
of borrowed capital represented by the 12 
per cent statutory rate applicable to invested 
capital generally. Another adjustment re- 
lates to the disallowance of 75 per cent of 
loans to members of a controlled group of 
corporations, and a third is an adjustment 
for changes in inadmissible assets. 


Increases and Decreases 
After Base Period 


Congress has given still further stimulus 
to the general-average and growth methods 
by granting credit for increases in capital in 
excess profits taxable years following base 
period years but, on the other hand, re- 
quires a compensating reduction in the 
earnings credit by 12 per cent of any 
decreases in capital. 


Under the asset method, the increase or de- 
crease in equity capital, including variations in 
accumulated earnings, initially is determined 
from the end of the base period up to the 
beginning of the current taxable year. To 
this is added the average daily amount of 
money and property paid in during the 
current taxable year in stock or as paid-in 
surplus or as a contribution to capital, or 
from this is deducted the average daily 
distributions during the year in excess of 
current earnings and profits. . 


The increase or decrease in borrowed 
capital, as the case may be, is calculated 
up to the beginning of the current taxable 
year, and then on a daily basis through the 
current year. Only 75 per cent of borrowed 
capital is taken into account, consistent 
with its treatment under the invested- 
capital method. 


The usual adjustments for inadmissible 
assets and increases in loans to members 
of a controlled group are made, and the 
net capital addition or the net capital re- 
duction then is extended at 12 per cent. 
This return on increased capital is added 
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to the average-earnings credit or the per- 
centage of reduction is subtracted from the 
average-earnings credit to yield the final 
excess profits credit based on income. 


EXCESS PROFITS CREDIT 
BASED ON INVESTED CAPITAL 


Asset and Historical Approaches 


According to the Ways and Means Com- 
mittee, the House bill scrapped the vener- 
able historical approach to the calculation 
of invested capital because a corporation 
can more easily determine its present capital 
from the cost or other basis of its assets 
than it can by reconstructing the amounts 
originally paid in for stock. A_ special 
advantage of the asset approach, according 
to the Committee, is that the income tax 
basis for gain which this approach adopted 
is already being used by corporations in 
depreciation calculations. 


The Senate, however, was of the opinion 
that if any corporation could improve its 
credit by use of the seasoned historical 
approach, it should be permitted to do so. 
The House receded in favor of the Senate 
amendment. Thus, we have in the law two 
approaches to invested capital, the asset 
approach and the historical approach. 


The asset approach, as its name implies, 
would determine equity capital at the be- 
ginning of the taxable year by subtracting 
total liabilities on that date from total 
assets. For this purpose, assets to be taken 
into account are cash and other property 
held by the taxpayer in good faith for the 
purposes of the business. Total liabilities 
include all liabilities of the corporation 
which are absolute and not contingent. The 
Regulations state that ordinarily the start- 
ing point for the determination of equity 
capital is the balance sheet of the corpo- 
ration. (Regulations Section 40.437-5.) 


If a corporation wishes to use the historical 
method, it must make an election to that 
effect on its return, and an election once 
made is irrevocable for that year. As be- 
tween the asset method and any of the 
average-earnings methods, no election is 
required, because Section 434(a) of the act 
provides that the excess profits credit shall 
be determined under the one or the other, 
whichever results in the lesser tax. Thus, 
if the average-earnings method is adopted 
but audit of the return discloses errors in 
computation of tax or interpretation of law 
which result in the asset method being more 
advantageous, that method will be substi- 
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tuted on the return. The Regulations and 
the instructions to the excess profits tax 
schedule provide that in this situation, that 
is, where the average-earnings method has 
been chosen, a corporation may elect the 
historical method on its return in the event 
that it subsequently should become significant. 


Under the historical method, invested 
capital is built up from original and subse- 
quent contributions to capital, that is, money 
and property paid in for stock or as paid-in 
surplus or as a contribution to capital, in- 
cluding accumulated earnings and profits 
up to the beginning of the taxable year. 
Certain technical adjustments must be made, 
such as those for a deficit of a transferor 
corporation, those relating to intercorporate 
liquidations and those between stated capital 
and earnings and profits arising out of 
taxable stock dividends. 


Under both the asset approach and the 
historical method, 75 per cent of borrowed 
capital is included in invested capital. Bor- 
rowed capital is defined as capital evidenced 
by a bond, note, bill of exchange, debenture, 
certificate of indebtedness, mortgage, deed 
of trust, bank loan agreement or conditional 
sale contract. The excess profits tax schedule 
to the return requires an adjustment to 
current-year income for interest on bor- 
rowed capital under both the average- 
earnings method and the invested-capital 
method. For purposes of the invested- 
capital method, 75 per cent of the interest 
deduction on borrowed capital is eliminated, 
and under the earnings credit, 75 per cent 
of the interest on the increase only in 
borrowed capital in years subsequent to the 
base period is reinstated. 


Another new approach, called the “recent- 
loss adjustment,” has been incorporated 
into the asset approach itself. Under this, 
recent net losses of a corporation may be 
restored to surplus for an increase in in- 
vested capital. The “recent-loss period” means 
either the base period 1946 to 1949 or the 
ten-year period beginning January 1, 1940, 
and ending December 31, 1949, whichever 
results in a greater restoration of recent 
losses. The amount of the adjustment is 
the excess of all of the net operating losses 


in the most advantageous recent-loss period. 


over the aggregate of the net incomes in the 
same period. A corporation is not per- 
mitted to reach back prior to January 1, 
1940, in the restoration of net losses to surplus. 


Under the historical method of calculating 
invested capital, a deficit in surplus does 
not reduce invested capital. In this respect, 
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the historical method is more advantageous 
to a corporation which has a net deficit 
over its entire life span. On the other hand, 
the asset method is more advantageous if there 
were operating losses in recent years only. 


In a very limited area, a corporation 
which is adopting the average-earnings method 
or the historical invested-capital method has 
the benefit of an adjustment which is 
similar to the recent loss adjustment under 
the asset approach. This permits such a 
corporation to carry forward to the years 
1950 and 1951 any operating losses incurred 
by it during its base period but which had 
not been utilized against the profits of other 
years because of the former limitations on 
Carry-overs to two years back and two 
years forward. Some corporations may have 
found it advantageous to elect the historical 
invested-capital method or the average- 
earnings method for 1950 and 1951 in order 
to utilize an unused base period operating 
loss and then, possibly, to switch to the 
asset approach in subsequent years. (Sec- 
tion 433 (a) (1) (J).) 


On one hand, the historical approach stresses 
original and subsequent paid-in and ac- 
cumulated capital. Old skeletons, for ex- 
ample, good will, which had disappeared 
from the balance sheet without an accom- 
panying income tax deduction may be re- 
vitalized in order to increase the invested 
capital credit. 


On the other hand, the asset approach 
emphasized the net-asset figure. There is 
some question under this method whether 
good will, once written off, may be rein- 
stated as an asset. ; 


With respect to expenditures for tangible 
assets, the answer may not be difficult, for 
example, those made by a tenant for lease- 
hold improvements prior to occupancy. Sup- 
pose that the expenditures are written off 
immediately by the lessee but for federal in- 
come tax purposes are depreciable on an annual 
basis. There should be no question that the 
undepreciated tax basis of the leasehold im- 
provement account is includible in total assets. 


The Senate Finance Committee stated in 
its report accompanying the Senate bill 
that, in general, the principal difference be- 
tween the asset method and the historical 
method is in the recent-loss adjustment 
under the asset method. Although this 
would seem to imply that the answer on 
the good-will question is the same under 
either method, it is probable that the com- 
mittee statement was one of broad applica- 
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tion only. In any event, under the asset 
approach, it is recommended that good will 
or other assets which have been written off, 
and the surplus account reduced other than 
by an accompanying permissible income 
tax deduction, be restored to assets and 
surplus, respectively. 


Changes in Capital 
During Taxable Year 


Under both the asset method and the 
historical approach, increases or decreases 
in formal equity capital or borrowed capital 
during the current taxable year are added 
to or subtracted from invested capital, as 
the case may be. Calculations are made on 
a daily basis to reflect the average effect of 
increases or decreases. Dividend distributions 
out of current-year earnings reduce capital as 
of January 1 of the succeeding year. However, 
to the extent that dividend payments are in ex- 
cess of earnings and profits of the current 
year, they reduce invested capital from the date 
payable. (Regulations Section 40.441-1(d).) 
A special provision, similar to that in the 
World War II law, provides that dividends 
paid within the first 60 days of the taxable 
year are considered to have been paid on 
the preceding December 31, irrespective 
of the amount of the dividend declaration. 
This treatment applies in general to all 
computations under the average-earnings 
and invested-capital methods. 


Under either approach to invested capital, 
operating profits or losses are not reflected 
in invested capital until the following Janu- 
ary 1 for a calendar-year corporation. 


Rates of Return 


The permitted rates of return on invested 
capital are more liberal than those under 
the World War II law. The comparisons 
are as follows: 


-——Rates——_+ 
World 
Bracket of WarII 1950 
Invested Capital Law Law 
First ..$ 5,000,000 8% 12% 
Next .....$ 5,000,000 6% 10% 
Over ..... $10,000,000 5% 8% 


The credit finally determined is reduced 
by the proportion of inadmissible assets to 
the total of all assets. “Inadmissibles” are 
those assets the income from which is fully 
or partially exempt from tax and include 
shares of stock and partially or fully ex- 


empt federal or state obligations. The Regu- 
lations state that treasury stock is an 
inadmissible asset. (Regulations Section 
40.440-I(b).) 


Another .device, called the “new capital 
credit,” which is a part of the asset ap- 
proach, insures that new capital, whether 
in the form of equity capital, borrowed 
capital or accumulated earnings, arising 
after the beginning of the first excess profits 
year will be taken into invested capital at 
the 12 per cent bracket. Otherwise, new 
capital introduced into corporations in the 
$5 million and over invested-capital brackets 
would carry a 10 per cent or 8 per cent return 
only. New capital arising as a result of 
enumerated intercorporate transactions is 
excluded from the new-capital-credit device. 
Likewise, new capital of a corporation which 
uses the historical approach is accounted 
for at the bracketed rates of return for the 
corporation, that is, at 12, 10, or 8 per cent. 


The 1950 excess profits tax law furnishes 
no special incentive, comparable to that 
of the World War II law, for inclusion of 
additions to paid-in capital or paid-in sur- 
plus at 125 per cent. 


RELIEF PROVISIONS 


The Ejighty-first Congress was keenly 
aware of the need for special relief provi- 
sions in the new legislation but was unwill- 
ing to legislate them in the indefinite pattern 
of Section 722 of the World War II statute. 
The inconsequential amount of relief granted 
on the 54,500 or more applications for ex- 
cess profits tax relief, primarily because of 
the inadequate standards of relief set up 
in that section, has led Congress to seek 
more objective standards. 


Congress has attempted to do this by pre- 
scribing rigid standards of relief for specific 
sets of circumstances. If a corporation 
measures up to these, it then may construct 
an average base period net income under an 
accompanying ironclad statutory formula. 
If it does not, it may still use one of the 
regular methods of determining the excess 
profits credit. 


These relief provisions benefit the follow- 
ing classes of corporations: (a) new corpo- 
rations, that is, those which commenced 
business after the first day of their respec- 
tive base periods; (b) corporations which 
commenced business prior to the base period 
and whose normal production or output has 
been interrupted or whose businesses have 
been depressed; (c) corporations which 
commenced business before the base period 
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and which have undergone substantial changes 
in products or services during the latter 
part of the base period; (d) corporations 
which began on or before the first day of 
the base period and which have enjoyed a 
substantial increase in capacity for produc- 
tion or operation; (e) depressed industry 


subgroups proclaimed by the Secretary of 
the Treasury. 


If a corporation is entitled to relief under 
one of these provisions, application may be 
filed with the return for the taxable year in 
question, within the period of time pre- 
scribed by Section 322 for filing a claim for 
refund or, in some cases, after the period 
for filing a claim for refund has expired, to 
offset the assessment of a deficiency. 


The Revenue Act of 1951 adopted num- 
erous additional relief provisions which I 
shall advert to in the succeeding paragraphs. 


Rates of Return 


The technique entitling a corporation to 
relief in each situation embodies the use of 
a rate of return for the industry classifica- 
tion of the corporation. The industry clas-’ 
sifications for this purpose are those which 
are defined in accordance with the specifica- 
tions shown in the Standard Industrial 
Classification Manual prepared by the Divi- 
sion of Statistical Standards, Bureau of the 
Budget. A corporation is a member of an 
industry classification if more than 50 per 
cent of its gross receipts as defined in Sec- 
tion 435 (e) (5) for the taxable years begin- 
ning with or within its base period is 
attributable to such industry classification. 


To determine the rates of return, the 
Secretary of the Treasury first is required 
to aggregate the net incomes for each in- 
dustry classification without regard to net 
operating loss deductions and after adding 
back interest deductions as shown on in- 
come tax returns filed by corporations in 
each industry classification. He then is re- 
quired to divide these aggregate incomes 
by the aggregate total assets of all the cor- 
porations to obtain the rate of return. He 
must proclaim yearly rates of returns for 
each of the four years 1946 through 1949 
and also aggregate the results of the four 
years in this period for the determination 
of base period rates of return. Rates of re- 
turn for the ll-year period 1938 through 
1948 for use by corporations in depressed 
industry subgroups also are to be deter- 
mined by the Secretary. 


All determinations by the Secretary of 
the Treasury of income, aggregate interest 
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and net operating loss deductions are to 
be made on the basis of returns regularly 
used by the Treasury Department in com- 
piling published statistics from income tax 
returns, and effect also is to be given to 
renegotiation of contracts in accordance 
with published renegotiation statistics com- 
piled for the various industry classifications. 


The act provides for the determination of 
tentative rates of return by the Secretary 
not later than March 1, 1951, and pursuant 
to this requirement he has published tenta- 
tive rates of return for the some 65 industry 
classifications. Recently, final rates have 
been determined and proclaimed. 


In certain circumstances it is proper to 
use the yearly rate of return, for example, 
in the special relief provisions for inter- 
ruption of output or operation or temporary 
economic depression unusual in the case of 
the taxpayer in only several base period years. 
In most circumstances, however, the base 
period rate of return is used. The adjusted 
rate of return for the years 1938 to 1948 


is correct for use for a depressed industry 
subgroup. 


Generally, the prescribed rate of return is 
applied to the total assets of the corporation 
other than inadmissible assets and loans 
to members of a controlled group of cor- 
porations, and without reduction for liabili- 
ties, except for indebtedness to a member 
of a controlled group. In‘other words, the 
appropriate rate is applied to the total-asset 
figure and not to net assets. However, as in 
the construction of the rates by the Secretary 
of theTreasury, all interest deductions were 
added back, the law requiring that in the 
use of the rates, reduction be made for 
interest expense in arriving at a reconstructed 
return on gross investment. It should be noted 
that this reduction is for all interest, not 
merely that on borrowed capital. (Regula- 
tions Section 40.422-3 (d) (5).) Finally, 
the resulting constructed average base peri- 
od net income is reduced by 15 per cent 
as in the average-earnings method. 


As the base period rate of return is ap- 
plied to total assets without reduction by 
the amount of liabilities, bona fide increases 
in borrowed capital or other liabilities and 


‘ obligations may be used to finance the re- 


ceipt of income exempt from the, excess 
profits tax. Although there are inadvertent 
gaps in the statute itself, the Regulations 
make it clear that “total assets” in these 
relief provisions are those which are held 
by a corporation in good faith for the pur- 
poses of the business. 
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Generally, additions to and reductions in 
capital after base period years are treated 
in the same way as under the general- 
average method of determining the excess 
profits credit. However, except for the re- 
lief provision for interruption to output or 
temporary depression in the first two years 
of the base period, none of them give credit 
for additions to capital in the base period. 
The reason for this is that, in general, the 
total-asset figure to which the industry rate 
of return is applied already reflects changes 
taking place in capital during the base 
period. 


In order to receive the benefit of any of these 
relief provisions except that relating to new 
corporations, a corporation must have com- 
menced business on or before the first day 
of its base period. The growth method 
also, which I have discussed, was available 
only to a corporation which has commenced 
business on or before that date, prior to 
revision by the Revenue Act of 1951. When 
a corporation “commenced business” there- 
fore, is of prime importance. 


The Regulations, Section 40.445-1 (a) (2), 
state that the words “commenced business” 
do not have the same meaning as “in exis- 
tence.” Ordinarily, a corporation com- 
mences business when it starts the business 
operations for which it was organized, 
whereas it comes into existence on the date 
of its incorporation. For example, the ac- 
quisition of operating assets which are nec- 
essary to the particular kind of business as 
distinguished from engagement in more 
organizational activities may constitute the 
commencement of business. The use of the 
word “may” leaves doubt as to the position 
of the Treasury Department, and this prob- 
ably will be one of the situations to find its 
way into the courts. 


New Corporations 


A new corporation is one which has com- 
menced business after the first day of its 


base period. (Section 445 (a).) A corpo- 
ration recently formed but which com- 
menced business before the beginning of its 
base period is not entitled to this special 
relief but is limited to the general-average 
method, the growth formula under appro- 
priate circumstances or one of the other 
relief provisions relating to new products 
or services or increases in capacity. This 
provision covers a portion of the same area 
which Section 722 (b) (4) did in the World 
War II law. 
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To obtain relief as a new corporation, it 
must not have acquired any property in a 
tax-free exchange or from related corpora- 
tions or individuals. 


A new corporation may instead, if it so 
desires, figure its credit on the general 
average-earnings or invested-capital bases 
and may now also use the growth formula. 


Relief takes the form of a reconstructed 
average base period net income. Income is 
reconstructed by applying the base ‘period 
rate of return for the industry to total as- 
sets. The cut-off date for calculating total 
assets of “newer” new corporations, that is, 
for any one of its first three taxable years 
if it is an excess profits tax year, is the 
end of the last year immediately preceding 
its first excess profits tax year. For a 
corporation commencing business in No- 
vember, 1951, this figure is zero on its 
1951 return, as it has no immediately pre- 
ceding year. Add in net capital additions 
or subtract net capital reductions. 


For an “older” new corporation which 
commenced business prior to the begin- 
ning of the second taxable year preceding 
a current taxable year, that is, one which 
is older than three years, the critical date 
is the end of the third taxable year of the 
corporation, or the end of the last year 
immediately preceding its first excess profits 
tax year, if such year should be later. 


Whether a new corporation is an “older” 
new one or a “newer” new one also makes a 
difference in the treatment of capital addi- 
tions and reductions. An older one which 
commenced business prior to the second 
year preceding a current year applies the 12 
per cent rate which is applicable to invested 
capital generally, to capital additions and 
to reductions after the cut-off date, as under 
the average-earnings method. A newer cor- 
poration uses, instead, its industry rate of 
return in this computation, as “total assets” 
are defined to include capital additions and 
reductions. 


An “older” new corporation may find it 
advantageous to use the general average- 
earnings method instead of the new corpo- 
ration relief provision, because the latter 
requires application of the industry rate on 
capital additions for the first three years. 
If these years are subsequent to the base 
period, the general average-earnings method 
by contrast permits a 12 per cent rate on 
capital additions. On the other hand, under 
the new corporation relief provision, an in- 
crease in borrowed capital increases assets, 
dollar for dollar, until the cut-off date at 
the end of the third year of the corporation. 
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Interruption to Output; 
Temporary Depression 


Another type of corporation which may 
apply for special relief is one which com- 
menced business on or before the first day 
of its base period if its normal production, 
output or operation were interrupted or 
diminished during a base period year be- 
cause of the occurrence, either immediately 
prior to or during that year, of events un- 
usual and peculiar in its experience or its 
business was depressed because of tempo- 
rary economic circumstances, unusual in its 
particular case. (Section 442.) 


The Regulations state that in the event 
the corporation renders service rather than 
manufactures tangible products, the abnor- 
mality is to be interpreted as applicable to 
its particular business. (Regulations Sec- 
tion 40.442-2.) 


This relief provision is comparable to that 
of the World War II law, Sections 722 (b) 
(1) and 722 (b) (2). Industry-wide depres- 
sion, however, which also was included in 
Section 722 (b) (2), is accorded relief in a 


separate section governing depressed-indus- 


try subgroups. 


The excess profits net income for each 
year in the base period is calculated as 
under the average-earnings method and re- 
duced to a monthly basis. The highest 36 
consecutive months or the 36 months re- 
maining after elimination of the lowest 12 
consecutive months are retained, and the 
number of months which were adversely 
affected by unusual events or temporary 
depression are specifically designated. For 
these months, the base period yearly in- 
dustry rate of return is applied to total as- 
sets as of the end of the year in which these 
months appear. If the result is 110 per cent 
or more of the monthly average income un- 
der the regular method, the substitute fig- 
ures for that period are used. 


The above computation is made if the 
number of months affected is 12 or less. 
If the number of months affected by the 
interruption is more than 12, total assets for 
each of the years in the base period are 
calculated and averaged, and the base period 
rate of return applied to this average. 

Obviously under this technique, if the 
lowest earnings year only in the base 
period is affected by an abnormality, no 
adjustment will be made, as the remaining 
three years will be averaged under the 
general rule. 


The Revenue Act of 1951 permits an 
alternative computation to the above, if a 
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corporation meets the eligibility require- 
ments. The first step is the selection of the 
36-month period as under the usual method. 
The second step is to eliminate 12 addi- 
tional months out of the 36, so as to leave 
remaining the greatest aggregate excess 
profits net income. This may be done by 
eliminating 12 consecutive months or by 
extracting the best 24 consecutive months. 
The third step is the computation for each 
month in this 12-month period of a sub- 
stitute income based on total assets for the 
last day of the year in which such month 
falls, multiplied by the base period yearly 
rate of return. The fourth step involves 
aggregating the 12-months under the third 
step, limited however to one half of the 
aggregate income of the remaining 24-month 
period. The aggregate of the 36 months 
is obtained, treating deficit months as zero, 
and dividing the aggregate by three. 


The eligibility requirements are that the 
aggregate income for the 12 months to be 
eliminated must be less than 35 per cent of 
one-half the aggregate for the 24 months 
retained. The abnormality must have oc- 
curred within the 12 months preceding 
either the 12 months eliminated, or the 
beginning of a period of six consecutive 
months included in the 12 months after 
retaining the 24 consecutive months. Thus, 
the abnormality may have been present 
prior to the base period. 


Changes in Products or Services 
(Section 443) 


Relief is also granted to a corporation 
which has undergone substantial and actual 
changes in products or services within so 
much of the three immediately preceding 
taxable years prior to the current taxable 
year as falls within the 36-month period 
ending on the last day of the base period, 
provided that more than 40 per cent of gross 
income or more than 33 per cent of net 
income for the taxable year in which it is 
proposed to meet the test completely is 
attributable to one or more substantially 
different products or services, and provided 
further that average monthly excess profits 


. net income for that year is greater than 125 


per cent of average monthly excess profits 
net income in the base period years which 
are prior to the’ taxable year in which the 
change first occurred. This provision is 
intended to replace the “new products” ad- 
justment in Section 722 (b) (4) of the 
World War II law, although the old law 
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and Regulations were more liberal in grant- 
ing relief where products or services were 
merely eliminated and not replaced by new 
ones. : 


The Revenue Act of 1951 adopted a 
liberalizing amendment that if after the end 
of the base period there was a substantial 
change in products produced, such change 
will be considered to have occurred on the 
last day of the base period: 


(a) If the taxpayer prior to July 1, 1950, 
commenced the construction of the facili- 
ties for the production of the new products, 
and 


(b) If such construction and production 
is in furtherance of a course of action to 
which the taxpayer (or a corporation with 
which it may file a consolidated return) was 
committed prior to the close of the base 
period by contract which granted a license, 
franchise or similar right essential for the 
production of such new product. 


If these tests are met by a corporation, it 
may apply the base period rate of return 
for its industry classification to total assets 
on the last day of the year in which it 
qualifies or those at the end of its first 
taxable year under the excess profits tax 
law, whichever is later. 


. ° . 
Increase in Capacity 


The fourth type of corporation permitted 
to apply its base period rate of return to 
total assets is one which began business 
on or before the first day of its base period 
and which has enjoyed an increase in capa- 
city for production or operation during the 
36-month period ending on the last day of 
its base period. This provision first was 
adopted in the Senate bill and, with an 
amendment eliminating a clause relating to 


a change in operations and management as 


a ground for relief, was adopted in conference. 


In order to show an increase in capacity 
for production or operation under Section 
444, there must have been an addition or 
replacement of facilities consisting of real 
or depreciable tangible property only, held 
by the taxpayer in good faith for the pur- 
poses of its business. Accordingly, such 
intangible factors as changes in operation 
or management, which were significant un- 
der Section 722 (b) (4), are disregarded. 


“Capacity” is defined in terms somewhat 
reminiscent of the two-year push-back rule of 
old section 722 (b) (4) and means the capacity 
to produce or operate rather than the level of 
production actually achieved. A corpora- 


tion qualifies for relief if (a) its capacity 
on the last day of the base period was 200 
per cent or more of its capacity on the last 
day of the twelfth month of the base pe- 
riod; or (b) its capacity on the last day of 
the period was 150 per cent or more of its 
capacity on the last day of the twelth month 
of the base period and also the adjusted in- 
come tax basis for gain for its total facilities 
on the last day of the base period was 150 
per cent or more of such basis on the last 
day of the twelfth month; or (c) the unad- 
justed income tax basis for gain of total 
facilities on the last day of its base period 
was 200 per cent or more of the unadjusted 
basis on the last day of the twelfth month. 


The Revenue Act of 1951 added a liberal- 
izing provision to permit a corporation to 
complete the construction of a _ factory 
building or other manufacturing establish- 
ment including therein the installation of 
machinery or equipment for use therein 
during its first taxable year ending after 
June 30, 1950, in order to qualify such 
factory building or manufacturing estab- 
lishment and such machinery or equipment 
for the purpose of determining whether 
there is an increase in capacity, and for 
this purpose only it is considered to have 
been added to its total facilities on the last 
day of the base period. 


In order to qualify, however, the corpo- 
ration must have completed construction 
work representing more than 40 per cent 
of the total cost of construction of such 
factory building or other manufacturing 
establishment prior to the end of the base 
period, and also the completion of such 
factory building or other manufacturing 
establishment must have been in pursuance 
to a plan to which the corporation was 
committed prior to the end of its base period. 


Although the factory building or estab- 
lishment is counted in for determining an 
increase in capacity as of the end of the 
base period, they are not added in for the 
purpose of determining total assets to which 
the industry rate of return is applied. 


Depressed-Industry Subgroups 


Section 446 grants relief to depressed- 
industry subgroups. The Senate Bill first 
proposed relief for this group, and, with a 
few changes, the proposal was adopted by 
the conferees. 


In general, this provision may be com- 
pared with the second part of old Section 
722 (b) (2) relating to industry-wide de- 
pression and Section 722 (b) (3) relating to 
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variant-profits cycles and sporadic and inter- 
mittent periods of high producton and prof- 
its which are inadequately represented in 
the base period. 


The Secretary of the Treasury is required 
to determine and proclaim as a depressed-in- 
dustry subgroup any industry subgroup in the 
standard industry classification having a rate 
of return for the period 1946 through 1948 
which is less than 63 per cent of its rate 
of return for the period 1938 through 1948. 
Pursuant to this requirement, he has pro- 
claimed a few depressed-industry subgroups, 
together with their tenative adjusted rates 
of return. 


If a corporation qualifies as a member of 
a depressed-industry subgroup and has made 
application for relief, it is to calculate its 
total assets as adjusted for each of the base 
period years, strike an average and apply 
the adjusted rate of return to the average 
assets. As I have stated, the adjusted rate 
of return is a rate based on the 1l-year pe- 
riod 1938 through 1948, and is four fifths of 
the rate of return for the industry subgroup 
for that period. 


Possibly through an inadvertence in draft- 


ing, Section 446, relating to depressed in- © 


dustry subgroups, omits any definition of 
“total assets.” The Regulations make it 
clear, however, at Section 40.446-3(c) that 
the term excludes inadmissible assets and 
loans to members of a controlled group 
and includes only those assets held in good 
faith for the purposes of the business. It 
is my opinion that the courts will sustain 
the Regulations on this point. 


Additional Relief 
in Revenue Act of 1951 


The Revenue Act of 1951 adopted an 
entirely new Section 459, which variously 
gives relief to specific classes of corpo- 
rations, as follows: 


(a) A corporation which was in transi- 
tion from former war production during the 
base period may use the alternative growth 
method based on earnings for the last half 
of 1948 and the first half of 1950, provided 
it meets the tests on gross income from 
war contracts, on base period growth of 
facilities and on base period decrease in 
earnings in the first part of the base period. 


(b) A corporation suffering a base period 
catastrophe by fire, storm, explosion or 
other casualty during the latter part of its 
base period may use alternative base pe- 
riod months in calculating its credit. 


Excess Profits Tax Law 


(c) Newspapers which have consolidated 
to effect savings in costs may reflect such 
savings by prescribed increases in base pe- 
riod earnings. 

(d) Television broadcasting companies 
may use the radio industry rate of return on 
television assets plus general average return 
on any other business, as an alternative. 


Summary of Relief Provisions 


Whether many corporations will be able 
to meet the statutory tests for relief under 
one of the provisions remains to be seen. 
In any event, Congress was of the opinion 
that it had adequately legislated upon all 
of the critical areas which were in need 
of special treatment, taking into account 
that favorable adjustments are to be made 
to current-year and base period income, 
that a minimum credit of $25,000 is al- 
lowed, that a growth formula as well as a gen- 
eral-average method is provided, that invested 
capital is permitted much higher rates of 
exempt return on capital than in the World 
War II law and that capital additions in 
the base period and subsequent years are 
more liberally treated than during the last 
war. 


For the reason that Congress considered 
that it had adequately legislated upon all 
relief situations or that few cases actually 
were presented, it did not revive certain 
portions of Section 722. These relate to 
changes in the ratio of borrowed capital 
to other capital, the acquisition by a corpo- 
ration, prior to the end of its base period, of 
all or part of the assets of a competitor with 
a resulting diminution in competition and 
changes in management or methods of oper- 
ation as grounds for relief. 


It is likely that as experience is gained 
in the actual operation of the relief provi- 
sions, Congress will find it necessary to 
liberalize and extend them by further legis- 
lative action. 


CONCLUSION 


In my introductory remarks I referred 
to the underlying philosophy of the Excess 
Profits Tax Act of 1950 as being the levying 
of a tax upon increased profits presumed to 
be enjoyed as a result of military expendi- 


‘tures following the Korean outbreak. Many 


corporations believe that this objective can 
more easily and fairly be attained by straight 
and, if need be, steep increases in the normal 
and surtax rates. However, there is more 
possibility, it seems to me, for eventual re- 
peal of this excess profits tax law than there 
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is for substantial reduction of greatly in- 
creased corporation income tax rates. 


At any rate, the excess profits tax law, 
with its many technical adjustments, is the 
one which we have with us. Some credit is 
due Congress in attempting, at least, to 
avoid the confused state of relief under 
Section 722; credit is due the legislative 
draftsmen who have veritably labored to 
encompass all contingencies in statutory 
style and credit should also be given the 
Treasury Department for the speed with 
which it has issued the excess profits tax 
schedule and the Regulations. 





Without doubt, many of the provisions in 
the statute and in the Regulations will run the 
gamut of litigation. The very attempt by 
Congress, the very labors of the legislative 
draftsmen and the very speed with which 
the Regulations were issued insure troubles 
ahead. 


If we are to have an excess profits tax 
law, however, the wide selection of alterna- 
tive methods for calculating the excess prof- 
its credit, and the adoption of liberalizing 
relief provisions in the Revenue Acts of 
1950 and 1951, provide a fairly workable 
basis of taxation. [The End] 


BUREAU PROCEDURE UNDER REORGANIZATION 


Listed below are some of the questions 
and answers as to conference and appeals 
procedure under the reorganization of 
the Bureau of Internal Revenue, which 
were distributed at the seminar held by 
the Bureau June 30, 1952, in New York City. 


What type of report does the taxpayer 
get before the informal conference as to 
the adjustments proposed by the agent? 


The taxpayer will receive a short state- 
ment of the items as to which the agent 
proposes adjustments. This will not in- 
clude a computation of the tax. Of 
course the taxpayer will have the benefit 
of discussions with the agent during the 
course of his examination as to the nature 
of the adjustments the agent proposes 
to make. 


Will the Bureau treat agreements 
reached at informal conferences as final? 


Generally, yes. Such agreements will 
be subject to review by the review sec- 
tion in the Audit Division and also to a 
post review in Washington. However, 
it is not the policy of the Bureau to upset 
such agreements unless there is a clearly 
defined misapplication of law, misrepre- 
sentation of material facts, or an import- 
ant mistake in mathematical calculation 
resulting in a substantial change in tax 
liability. 


What type of report does the taxpayer 
get after the informal conference? 


The taxpayer will receive a report of 
the examining officer, including a compu- 
tation of tax based upon the adjustments 
made. 


With whom will the taxpayer file a 
protest under the new procedure? 


Protests following receipt of a 30-day 
letter will be filed with the Director of 
Internal Revenue, 


When the Conference Section is trans- 
ferred to the Appellate Division will all 
the cases charged to it go along? 


Generally, yes. However, the Director 
will retain three types of cases for fur- 
ther action, as follows: (1) any case in 
which the Conference Section, after hold- 
ing its final conference, has not reached 
an agreement with the taxpayer and 
preparation or issuance of the statutory 
notice of deficiency is required by exist- 
ing procedure (e. g., because the statute 
of limitations will expire, shortly); (2) 
any case in which the Conference Section 
has reached an agreement with the tax- 
payer which has been approved by the 
Chief Conferee; and (3) any case in 
which no protest has been filed with an 
internal revenue agent in charge, except 
one in which a protest filed with a Col- 
lector has been the subject of a confer- 
ence held by the Agent’s Conference 
Section. 


Will an agreement with the Appellate 
Division be final? 


Generally such settlements are final. 
They will not be reopened in the absence 
of fraud, malfeasance, concealment or 
misrepresentation of material fact, or an 
important mistake in mathematical cal- 
culation. There is a post review in 
Washington but this is cnly for the pur- 
pose of assuring uniformity in policies to 
be applied in future cases. 
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GOOD WILL on Changing 


from a Corporate to Noncorporate Form 


By WILLIAM L. RABY, CPA, Rockford, Illinois 


IF YOU FEEL THAT GOOD WILL DOESN'T EXIST IN A PARTICULAR 
CORPORATION OR THAT THE AMOUNT DISTRIBUTED IS LESS THAN 
THE AMOUNT THE COMMISSIONER WILL ASSERT, GET YOUR EVIDENCE 
TOGETHER AT THE START OF LIQUIDATION, THE AUTHOR ADVISES 


pe BUSINESS of the corporation is 
usually to be carried on by a successor 


partnership or proprietorship. The primary. 


reason for the liquidation will mainly be 
tax savings. We are speaking of a closely 
held, small or medium-size company. 


The corporation might even be a personal 
holding company under the law. If it is, the 
necessity for dividends usually cancels out 
any gain derived from the corporate fiction 
and makes another form desirable taxwise. 

On the other hand, the corporation might 
be a perfectly bona fide business enterprise 
with, perhaps, two or three stockholder- 
officers. The recent increases in corporate 
income tax rates and, particularly, the ad- 
vent of the excess profits tax may make 
doing business as a partnership seem cheaper. 

To illustrate the second situation, assume 
that a corporation has three officers. Each 
owns one third of the stock, and each draws 
a $10,400 salary. After salaries, the taxable 
net income of the corporation for 1952 is 
$70,000. The corporation has to use the 
$25,000 minimum excess profits tax credit. 
If surtax net income and excess profits tax 
net income are the same, the corporation 
will have to pay a tax of $43,500. 


The three officers are married, and each ~ 


has two children. None has income other 
than salaries, and all three use the standard 
deduction. In 1952 each would pay $1,626 
in tax or a total of $4,878. 

In addition, a tax will ultimately have to 
be paid on the corporation’s retained earn- 


Good Will 


ings—either when distributed in dividends, 
when the corporation is finally liquidated, 
or when the stock is sold. At an assumed 
tax rate of 26 per cent, the $26,500 of 
corporate earnings after taxes will cost the 
stockholders $6,890 at some future date. 
The total tax for stockholders and corpora- 
tion, both now and to come, is thus $55,268. 


Let’s see how this would work if the 
corporation were a partnership. The net 
income would be $101,200, which would be 
divided three ways. On his $33,733.33 dis- 
tributive share of partnership earnings, each 
of the partners (married, with two children, 
no other income, standard deduction) would 
pay $10,748.68. The total tax would thus be 
$32,246.04 or $23,021.96 less than the total 
tax under the corporate form. A rather 
potent incentive for liquidating a corpora- 
tion, you might agree. 


The actual liquidation is comparatively 
simple. In exchange for all of the outstand- 
ing stock the corporation distributes all of 
the corporate assets, subject to the corpo- 
rate debts. It is the stockholder’s treatment 
of what he has received that poses our 
problem. 

If the corporation has little or no earned 
surplus and little or no cash, advantage can 
be taken of the provisions of Code Section 
112 (b) (7) providing for nonrecognition of 
gain. The effect of an election under that 
section is the taxation of a part of what 
the stockholder receives as a dividend but 
the postponement of the balance of the 
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gain on liquidation until the stockholder 
disposes of the property he has received. 
Its main purpose is to make possible the 
liquidation of personal holding companies 
with greatly appreciated assets. Normally, 
it would be of little or no use to an operat- 
ing company, though it should at least be 
considered. 


In the ordinary liquidation the taxpayer 
realizes a capital gain or a capital loss meas- 
ured by the difference between the adjusted 
basis for his stock and the fair market 
value of what he receives in liquidation 
(Section 115 (c)). Here our problem comes 
to life. The tangible assets received by 
our stockholder are fairly easy to value, but 
the stockholders intend to carry on the 
business previously carried on by the cor- 
poration. They will probably use the same 
location and the same, or a deceptively 
similar, name. The same employees will 
be retained, the same supplies and the 
same customers will be dealt with. 


Among the assets received by the stock- 
holders, then, should there be included an 
intangible asset—good will? 


To be able to answer that question, to 
know whether the stockholders have re- 
ceived good will, we obviously must know 
two other things: What is good will? How 
is it to be valued? 


Definition of Good Will 


One authority (Finney, General Accounting, 
page 277) defines good will as “the capital- 
ized value of the profits of a business which 
are in excess of a normal or basic return 
on the net assets exclusive of good will.” 
The Tax Court has said of good will (Floyd 
W. Estes, CCH Dec. 15,746(M), 6 TCM 401 
(1947)) that “any competitive preference or 
advantage which attaches to a particular 
business may be described as good will. 

A name, a location, a group of sat- 
isfied customers or other elements of a go- 
ing business may contribute to the -good 
will of that business.” But another author- 
ity (Montgomery, Auditing, Seventh Edition, 
page 293) cautions: “When the earnings, 
the confidence, and other factors of the 
past cannot be transferred, goodwill has 
little value. The purchaser of goodwill is 
more interested in the future than in the 
past.” 


In the Estes case, the success of the 
business was due mainly to the personal 
abilities of Estes and Leadley, Estes’ fellow 
officer. To the extent that the excess 
earning power of the corporation was so 
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attributable, the court felt there could be 
no good will. The business (an undertaking 
establishment), however, had been in opera- 
tion for many years. Its stock, when sold, 
had brought a price well in excess of the 
net book value of its assets. To say that 
there was no good will at all, the Tax 
Court decided, would be contrary to com- 
mon sense. 


About the same line of reasoning was 
followed in the Hopping cases (CCH Dec. 
15,868(M), 6 TCM 668 (1947)). The Tax 
Court took cognizance of the various facts 
tending to show that the success of the 
business was due to the personal abilities 
of the two active officers. 


The Tax Court said, however: “We do 
not believe that if Ripley and Hopping had 
left the organization to engage in a similar 
line of business, nothing but an inert cor- 
porate shell would have been left, without 
business and unable to obtain orders or to 
handle any orders which might come in.” 


Almost the same thing was said in the 
decision in the Watkins case (CCH Dec. 
17,687(M), 9 TCM 448 (1950)). There the 
Tax Court commented: “We do not think 
the separation of the petitioners from the 
company would have meant its demise.” 


What the taxpayer tried to do in the 
three cases cited so far was to show that 
even if the corporation had earned above a 
basic rate of return, that which caused the 
earnings was not the corporation’s property. 
The taxpayer failed, in all three, to prove 
that good will was entirely absent. In two 
of the cases, though, the Tax Court felt 
that the personal factors were important 
enough to warrant a substantial reduction 
in the good-will valuation that had been 
set by the Commissioner. 


In S. Leigh Savidge (CCH Dec. 14,578(M), 
4 TCM 545 (1945)), an auto dealer was 
involved. Evidence was introduced to show 
that the excess earnings of the corporation 
were due solely to its possession of a 
Dodge-Plymouth dealership. Without that, 
none of the other departments (used car, 
insurance and loan, service and repair, and 
wholesale parts) could have operated suc- 
cessfully. It was then shown that the 
dealer franchise was nonassignable and ter- 
minable at will by Dodge. Further, upon 
termination of the corporation, the fran- 
chise terminated automatically. Savidge, in 
order to continue as a Dodge-Plymouth 
dealer, had to obtain a new franchise. A 
similar situation existed in Floyd D. Akers 
(CCH Dec. 15,073, 6 TC 693 (1946)), 
except that in the Akers case General Mo- 








tors had agreed in advance of the liquida- 
tion of the corporation to grant the successor 
partnership a dealer franchise. The tax- 
payer won in both Savidge and Akers. 


In both opinions the reasoning of the 
Tax Court was that the element which pro- 
duced excess earnings and, hence, the ap- 
pearance of good will was not the property 
of the corporation to the extent that it 
could be assigned or transferred by the 
corporation. If it could not be passed on 
to the stockholders by the corporation, it 
could not be taxed to the stockholders. 


Personal-Attribute Cases 


Another line of cases holding that no 
good will existed deals squarely with the 
problem of the corporation whose success 
is due to the personal attributes of the 
stockholder-officers. 


Such a situation existed in the MacDonald 
case (CCH Dec. 13,898, 3 TC 720 (1944)). 
The corporation was in the insurance bro- 
kerage business. One man, D. K. MacDon- 
ald, was the prime contact man of the firm. 
Active in civic organizations, he had a wide 
business acquaintance. The customers of 
the corporation were basically his custom- 
ers. They were not bound to the corporation 
by contract, nor did MacDonald or his 
assistants have employment contracts with 
the corporation. The agency agreements 
with insurance companies were all termi- 
nable within periods of one year or less. 
The premises of the company were held on 
a month-to-month tenancy. 


Said the court: “It is difficult to see why 
a willing buyer would pay more for this 
corporation than the value of its tangible 
assets, where D. K. MacDonld was ‘at lib- 
erty to set up a similar business in the same 
locality and carry it on in his own name’.” 


In the Cullen case (CCH Dec. 17,513, 14 
TC 368 (1950)), the corporation manufac- 
tured, sold and serviced orthopedic appli- 
ances and artificial limbs. Most of the 
corporation’s customers had been obtained 
by Cullen. Many of the employees had been 
trained by him. Both customers and em- 
ployees, the Tax Court felt, would have 
followed Cullen if he had left the corpora- 
tion. The court pointed out: “The personal 
ability, personalty, and reputation of Charles 
C. Cullen as an individual did not belong 
to the corporation as intangible assets, since 
he had no contractual obligation to con- 
tinue his connection with it.” 


Similar decisions were reached in Howard 


B. Lawton (CCH Dec. 15,161, 10 TC 1093 
Good Will 


_and continuity of name. 


(1946)), Joseph Mansbach (CCH Dec. 15,456 
(M), 5 TCM 924 (1947)), Crawford K. Still- 
wagon (CCH Dec. 17,102(M), 8 TCM 644 
(1949)), and M. M. Gordon et al. (CCH Dec. 
17,547(M), 9 TCM 203 (1950)). 


In these personal-attribute cases, the tax- 
payer’s burden of proof is a heavy one. If 
the Tax Court should feel that continuation 
of the corporation as a successful business 
would be possible in competition with the 
individual or individuals involved, it might 
be justified in holding that at least some 
good will did exist. 


Another type of situation is involved in 
Maurice A. Mittelman (CCH Dec. 15,474, 
7 TC 1162 (1947)). The corporation oper- 
ated a shoe department in a large depart- 
ment store. All business and all advertising 
were done in the name of the department 
store. Although the corporation had ex- 
clusive rights on two lines of shoes, both 
rights were based upon oral agreement, 
cancellable at will. The corporation’s lease 
with the department store was nonassign- 
able. In holding that no good will existed, 
the Tax Court pointed out that two chief 
elements in good will are continuity of place 
Since the lease 
could not be assigned, the corporation could 
not transfer its continuity of place. Since 
the name of the corporation apptared no- 
where to the public gaze, the name pre- 
sumably had no value. 


Recapitulating to this point, we have 
seen that good will usually will be consid- 
ered to be the ability to earn more than a 
basic rate or return. We have also seen 
that past performance is an indicator of 
good will but that the prime test is actually 
to be found in reasonable future expectations. 


Valuation of Good Will 


Now if we assume, for the moment, that 
there is, in any given case, good will dis- 
tributed in liquidation, how are we to 
value it? 

The formula most frequently used by the 
Commissioner is that contained in A. R. M. 
34. Under that formula, the average an- 
nual earnings for a period of years (usu- 
ally not less than five) is determined. A 
“fair” rate of return, usually 8 to 10 per 


‘cent, is allowed upon the average tangible 


assets for the same period. The resulting 
“excess” earnings are then capitalized at 
from 15 to 20 per cent to determine the 
value of good will. 


Here’s how it works. Assume that a cor- 
poration has total net earnings from 1946 
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through 1950 of $200,000. Its average earn- 
ings, then, are $40,000 per year. Its aver- 
age tangible assets for the same five-year 
period were $100,000. The Commissioner 
allows a 10 per cent return on the assets, 
or $10,000. The difference between the 
average earnings of $40,000 and the “fair” 
return on the tangibles of $10,000, or $30,000, 
is capitalized at 20 per cent. We thus get 
a good will of $150,000. 


Even when adjustment of the earnings 
is made to bring salaries paid key personnel 
to a reasonable level and unusual items of 
either income or expense are eliminated, 
such a formula has many drawbacks. It 
ignores (except, perhaps, in the selection 
of the period to be averaged) the trend of 
earnings. It ignores to a great extent the 
fact that good will is the ability to earn 
future profits and that past experience is 
only one indicator of such ability. It ig- 
nores the often substantial differences be- 
tween book values of tangible assets and 
fair market values of the same assets. 


That is the method of valuation of good 
will which the taxpayer will usually have 
to face. It is the method that the tax prac- 
titioner must build his defenses against. 


The only alternative to accepting the re- 
sults of the formula is to show that it 
doesn’t apply to the specific facts and the 
specific situation involved. If you feel that 
good will doesn’t exist in a particular cor- 
poration or that the amount distributed is 
less than the amount the Commissioner will 
probably assert, the time to start getting 
your evidence together should be at the 
start of liquidation. 


Louisiana.—An annual fee of $10 must 
be paid for each pesticide registered. 
The provisions concerning the inspection 
and analysis fee for insecticides and 
fungicides (agricultural poisons) of ten 
cents per 100 pounds are repealed. Ef- 
fective January 1, 1953. Act 501. 


Kansas City, Missouri—Electric light 
and power companies and gas companies 
in Kansas City must pay an emergency 
tax on 0.5 per cent of their gross receipts 
in addition to the regular 5 per cent tax. 
Telephone companies, in addition to 
their regular 5 per cent tax, must pay 
an emergency tax of $80,000 per year. 
The provisions relating to steam com- 
panies are repealed and a new ordinance 
enacts a tax on heating companies with 
the same 5 per cent tax on gross re- 
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In most cases, your best bet will be to 
show that the success of the corporation 
was due to the personal attributes of the 
key personnel. Make sure that these people 
aren’t bound to the corporation by any 


contracts. If some of them are not stock- 
holders, obtain proof that they would follow 
the stockholders if a new organization were 
formed. Determine what percentage of 
the corporation’s business would be taken 
with these key people to the hypothetical 
competitor organization. If the business had 
any advantage due to sources of supply, 
show that these same advantages would be 
taken from the old corporation to the new 
organization if the key people changed jobs. 


If franchises or exclusive privileges are 
involved, determine their terms. If they are 
not assignable, have them cancelled, if pos- 
sible, upon dissolution of the corporation 
and new franchises issued to the successor 
partnership or proprietorship. Do about 
the same thing with any leases, if practicable. 


Conclusion 


In summary, then, we don’t know exactly 
what good will is, at least for tax purposes. 
It manifests itself in the ability of a busi- 
ness to earn more than a “basic” rate of 
return on its assets. However, not every 
manifestation of such ability is good will. 
The problem of the tax petitioner will thus 
usually be to show that excess earnings are 
attributable to factors other than good will 
and that such factors were either not the 
property of the corporation or were not 
transferable by it. [The End] 







ceipts; these companies also must pay 
a 0.5 per cent emergency tax on gross 
receipts. A new tax on auto car racing 
of $50 for the first day, and $10 for each 
day thereafter has been enacted. The 
emergency taxes are effective from July 
1, 1952, to April 30, 1954. Ordinance 
Nos. 12751, 15508-15511, 15522. 


Massachusetts.—Pipe lines used for 
transmitting natural gas or petroleum 
products for more than 25 miles, if they 
are not owned by a gas or electric com- 
pany, are subject to local taxation. Chap- 
ter 614, approved July 4, 1952. 

Contributions by an employee to a 
federal annuity, pension or retirement 
fund are exempt from personal income 


taxes. Chapter 555, approved July 2, 
1952. 
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Backgrounds of Modern Taxation 


By LOUIS H. COOK 


IS THERE A MAGIC METHOD OF RELIEVING TAX BURDENS? NO, 
SAYS THE AUTHOR, THOUGH MANKIND, THROUGH SOME OF ITS 
ABLEST MINDS, HAS SOUGHT A SOLUTION FOR 6,000 YEARS 


To VERY WORDS “tax” and “taxa- 
tion” ring unpleasantly within our ears. 
These terms are derived from a Latin verb, 
taxare, and from the original meaning we 
may deduce that the Romans of a couple of 
thousand years ago didn’t relish these words 
any more than we do. According to the 
authority of \/ebster this verb meant “to 
touch sharply,” “to inquire into” and. “to 
probe,” among other things. Perhaps we 
might add to these such modern translations 
as “to jab or pinch.” 


All of you have learned through your law 
courses that modern jurisprudence is the 
present-day product of the wisdom and 
experience gained throughout the ages. The 
human race has learned, sometimes by sad 
experience, many of the things that are 
necessary to protect the citizen both from 
the acts of his fellow citizens and his gov- 
ernments, and we have written these lessons 
into what we call laws, codes or constitu- 
tions. 


The same background prevails as to the 
tax laws now in effect in the United States 
and the State of Iowa. It is not always easy 
to explain the whys and the wherefores of 
either our legal procedure or our methods 
of raising public revenues. For a proper 
understanding we must trace our present 
practices back to their origin and have 


some understanding of how things got the - 


way they are. 


Accordingly, I am attempting in this dis- 
cussion, perhaps rather ambitiously, to trace 
the development of our present methods and 
policies of taxation from the beginning of 
recorded time up to the present day. 


Backgrounds of Modern Taxation 


Taxation is one of the necessary evils 
attendant upon any degree of civilization. 
No form of organized government can exist 
without some provision for the raising of 
public revenue. For some 6,000 years, man- 
kind, through some of its ablest minds, has 


_ sought to solve the problem of raising these 


funds in the most effective and least painful 
manner, but none of the methods devised 
has ever been able to disguise the fact that 
the money has to come out of somebody’s 
earnings, directly or indirectly. 


Jean Colbert, the finance minister of 
Louis XIV of France, probably did about 
as good a job of outlining the basic policy 
which governs our taxation systems of to- 
day as can be done. Colbert defined the 
science of taxation as “the art of getting the 
most feathers with the least squawking.” 


When we look backward over the history 
of taxation, we discover that all of the basic 
methods of raising public revenue we use 
today were devised in the minds of men at 
very early periods. For example, the Rome 
of Augustus Caesar, who in the year of the 
birth of Jesus ordered that the whole world 
be taxed, thereby unknowingly necessitat- 
ing the journey of Joseph and Mary which 
culminated in the birth of Jesus in a 
manger,’ operated under a system of tax 
laws which, with very minor changes, could 
be adopted by the United States of America 
or by the State of Iowa without in the least 
affecting our general tax structure. 


True, the Romans had no gasoline tax, 
but they did have a wheel tax on chariots. 
They didn’t have motor vehicle licenses, but 
they charged tolls for the use of the Appian 
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Way. They had no cigarette tax, but they 
used the same principle we use today in our 


heavy excise taxes upon the non-necessities 
of life. 


It might be conjectured that when Julius 
Caesar disregarded the dismal prophecies 
of the augur and headed for the Forum on 
the fateful Ides of March, he had to get his 
income tax under the deadline and he did 
not even have to be told, any more than 
those of us now living, that March 15 means 
bad luck. 


Roman taxes, under Augustus, do not 
seem excessive in rates, as compared with 
those we pay today. Tariff rates, collected 
upon Roman imports, ranged from 10 to 40 
per cent on an ad valorem basis. What 
corresponds to our present-day sales tax 
amounted to about 1 per cent. Exact income 
tax rates are not recorded, but, in general, 
the provinces of Rome were required to 
remit to the emperor an amount equal to 
10 per cent of the income of their inhabi- 
tants, collected in kind or in cash. 


I am going into some detail upon Roman 
taxation, because the Roman system as 
developed at the height of Roman power is 
substantially identical with the system that 
has been developed in the United States and 
in the State of Iowa. 


Rome, in the early years of its rise to 
power, depended almost entirely upon a 
property tax, just as we in the United States 
required few other sources of either local 
or national revenue during the period of 
development of our natural resources. 


To Servius Tullius, one of the legendary 
early kings of Rome, who died about 534 
B. C., is ascribed the introduction of a sys- 
tem of property taxation based upon the 
assessed value of real estate. 


The original plan of Servius Tullius was 
not materially different from that in practice 
in the State of Iowa during the nineteenth 
century. Later on, it was strengthened and 
improved. I quote as follows from Gibbon’s 
Decline and Fall of the Roman Empire: 


“The whole landed property of the empire 
was the object of ordinary taxation and 
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every new purchaser contracted the obliga- 
tions of the former proprietor. An accurate 
census or survey was the only equitable 
mode of ascertaining the proportion of 
which every citizen should be obliged to 
contribute for the public service and there 
is reason to believe that this difficult and 
expensive operation was repeated at the 
regular distance of fifteen years. The lands 
were measured by surveyors who were sent 
into the provinces, their nature, whether 
arable or pasture, was distinctly reported, 
and an estimate was made of their common 
value from the average produce of five 
years. The number of slaves and of cattle 
constituted an essential part of the report. 
An oath was administered to the proprietors 
to disclose the true state of their affairs; 
and their attempts to prevaricate were 
severely watched and punished as a capital 
crime, which included the double guilt of 
treason and sacrilege.” 


As usual, the Romans had a large number 
of exemptions from the customary course 
of law, just as we have today. During a 
period of more than 500 years, the people 
of Italy were exempt from property taxes. 
This deficit was made up from the profits 
of victorious Roman arms and the plunder 
of conquered nations. 


Probably this Roman taxation of the first 
200 or 300 years of the Christian era was as 
satisfactory and well administered as any 
in the history of civilization. Ultimately it 
broke down through corruption in adminis- 
tration, the decline of military power and 
the inroads of lean and hungry barbarians 
who despoiled Rome of its accumulated 
wealth. 


It would be absurd to assert that any of 
the present-day laws in effect in the United 
States are copied from the codes of Rome. 
To me, the significance of the comparative 
identity of the two systems is that it affords 
proof, to which I might add many other 
instances, that the tax system of a nation, 
or a state for that matter, will ultimately be 
based upon the condition of its economic 
life. Rome passed from a property tax alone 
to tariffs, income taxes, sales taxes and high 
luxury taxes, just as we, here in the United 
States, have developed a similar system. 


When we study the Iowa system of taxa- 
tion and compare it with those of Rome and 
other nations, either ancient or modern, we 
do not find any magic method of relieving 
our tax burdens, for there is no such method. 
But even the Romans could have looked 
back 2,000 years and discovered that their 
methods of taxation were hoary with age. 








I shall presume upon your tolerance to 
dig even deeper into the sands of time to 
discover the beginnings of some of the tax 
laws which are now on our books and to 
demonstrate that our tax problems of today 
are identical, perhaps, with those of King 
Solomon. 


I shall quote, to begin with, from the 
forty-seventh chapter of the Book of Genesis, 
which relates the story of the seven years 
of famine in Egypt. Beginning with the 
thirteenth verse we find that after the first 
crop failure, Joseph sold the people the 
wheat which he stored during the seven 
years of plenty for the money they had been 
able to raise. Later, when they ran out of 
money, he traded grain for cattle. Still later, 
in response to their appeal, he took over all 
the land of Egypt in return for food, but, in 
general, he permitted the original owners to 
retain possession of the land they occupied. 
Also, when the famine had ended, we find 
the following comment: 


“Then Joseph said unto the people, Be- 
hold, I have bought you this day and your 
land for Pharaoh: Lo, here is seed for you, 
and ye shall sow the land. 


“And it shall come to pass in the increase, 
that ye shall give the fifth part unto 
Pharaoh, and four parts will be your own, 
for seed of the field, and for your food, and 
for them of your households, and for food 
for your little ones. ... 


“And Joseph made it a law over the land 
of Egypt unto this day, that Pharaoh should 
have the fifth part; except the land of the 
priests only, which became not Pharaoh’s.” 


I am not quoting from the Bible simply 
because of the antiquity of this reference, 
but because it is one of the earliest recorded 
examples of the adoption of the principle 
of a tax based upon net income, and it also 
establishes a timeworn precedent for the 
exemption of the property of the church. 


The most complete ancient tax code 
which has come down to us is also con- 
tained in the Old Testament. Portions of it 
are to be found in the Books of Exodus, 
Leviticus, Numbers and Deuteronomy. This 
is the only tax code for which may be 


claimed the distinction that it was dictated ; 


by Almighty God. 


It provides us with a typical example of 
a system of taxation devised for a theocrary 
or a hierarchy, in which state and church 
are united. The people of Israel, until the 
time of King Saul, made no distinction be- 
tween civil and religious government. The 
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Mosaic law provided for a tithing of all of 
the income and property of the people, for 
additional offerings in the form of sacrifices 
and for free-will offerings for such purposes 
as the construction of the tabernacle in the 
wilderness. More important, however, it 
became the model for later taxation in na- 
tions where there was a union of church 
and state. In general, the priesthood col- 
lected the tax and determined the manner 
of its expenditure. 


It developed, however, and rather speedily, 
that such a system did not adequately insure 
a stable government of a civil character. 
The priesthood usually was not efficient in 
military leadership or in civil activities of a 
nonreligious character. What resulted I 
shall again quote, this time from the eighth 
chapter of the first Book of Samuel. 


“And it came to pass, when Samuel was 
old, that he made his sons judges over 
Israel.... 


“And his sons walked not in his ways, 
but turned aside after lucre, and took bribes, 
and perverted judgment. 


“Then all the elders of Israel gathered 
themselves together, and came to Samuel 
unto Ramah, 


“And said unto him, Behold, thou are old 
and thy sons walk not in thy ways; now 


make us a king to judge us like all the 
nations. ... 


“And the Lord said unto Samuel, 
Hearken unto the voice of the people in all 
they say unto thee: for they have not re- 
jected thee, but they have rejected me, that 
I should not reign over them. ... 


“Now, therefore hearken unto their voice 
. and shew them the manner of the king 
that shall reign over them. 


“And Samuel told all the words of the 


Lord unto the people that asked of him a 
king. 


“And he said, This shall be the manner 
of the king that shall reign over you: He 
will take your sons, and appoint them for 
himself, for his chariots, and to be his horse- 
men; and some shall run before his 
chariots. ... 


“And he will take your daughters to be 
confectionaries, and to be cooks, and to be 
bakers. 


“And he will take your fields and your 
vineyards, and your oliveyards, even the 
best of them, and give them to his servants. 
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“And he will take the tenth of all your 
seed, and of your vineyards, and give to his 
officers, and to his servants. 


“And he will take your menservants, and 
your maidservants, and your goodliest 
young men, and your asses, and put them 
to his work. 


“He will take the tenth of your sheep: 
and ye shall be his servants. 


“And ye shall cry out in that day because 
of your king which ye shall have chosen 
you; and the Lord will not hear you that 
day. 


“Nevertheless the people refused to obey 
the voice of Samuel; and they said, Nay; but 
we will have a king over us.” 


Here we have the beginning of a conflict 
over taxation matters which has lasted even 
to this day. The anointment of King Saul, 
with the sanction of the Lord and of the 
church, established the doctrine of the 
divine right of kings, and it also later set 
up two conflicting contenders for the tax 
revenues of Christian nations, one being the 
king and the other the church. 


It did not take very long for the then 
12 tribes of Israel to discover that it costs 
a great deal more to support an extra king 
than it does to support a priesthood alone. 
Saul ruled and was overthrown by David. 
David was succeeded by Solomon, the wise. 
But when Solomon died, it appeared that 
wise as he may have been, his tax policies 
had disrupted the people of Israel. The 
reason for this breach is easily understood 
by dwellers in a land such as Iowa. Basical- 
ly, the Israelites were an agricultural people. 
Of the 12 tribes, only Judah and Benjamin 
occupied the city of Jersualem. In the 
construction of the temple, Solomon had 
spent a great deal of money, and notwith- 
standing the mines of Ophir and the gifts of 
Hiram, King of Tyre, and the Queen of 
Sheba, he had been compelled to levy heavy 
burdens upon the tribes of Israel who tilled 
the lands outside the cities. 


When Solomon died he was succeeded by 
his son Rehoboam, who went up to She- 
chem to be crowned as was the practice 
in the coronation of Jewish kings, but here 


he met with troubles. A certain Jeroboam, 
who today would be classed as an agrarian 
agitator, had assumed leadership of the rural 
tribes of Israel and became their spokesman. 
In general, the complaint was that the taxes 
of Solomon upon the rural population had 
been too burdensome, and the farmers were 
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Wise as Solomon may have been, his tax 
policies disrupted the people of Israel. 


getting goldarn tired of paying for the con- 
struction of temples and palaces in Jerusalem. 


Rehoboam’s older and perhaps sager ad- 
visors “spake unto him, saying, If thou wilt 
be a servant unto this people this day, and 
wilt serve them, and answer them, and 
speak good words to them, then they will 
be thy servants forever.” But his younger 
advisors spoke as follows: “Thus shalt thou 
speak unto this people, that spake unto thee, 
saying, Thy father made our yoke heavy, 
but make thou it lighter unto us; thus shalt 
thou say unto them, My little finger shall 
be thicker than my father’s loins. 


“And now whereas my father did lade 
you with a heavy yoke, I will add to your 
yoke: my father hath chastised you with 
whips, but I will chastise you with scorpions.” 


Rehoboam answered as the young men 
had advised him. To describe what hap- 
pened, I again quote: 


“Then King Rehoboam sent Adoram, 
who was over the tribute; and all Israel 
stoned him with stones, and he died. There- 
fore King Rehoboam made speed to get 
him. up in his chariot, to flee to Jerusalem.” 


The result of this controversy may be 
edifying as indicating several things. Even 
a king with unlimited powers cannot suc- 
cessfully collect taxes that are repugnant 
to great segments of his people, but the ten 
tribes who split off and formed their own 
kingdom of Israel found themselves with- 
out the aid of the 500,000 fighting men of 
the tribe of Judah who followed Rehoboam. 
They found themselves, in a generation or 
two, paying a far higher tribute to the 
rulers of Babylon than they had ever paid 
Jerusalem. When they refused to pay this 
tribute, they were taken into captivity and 
disappeared from history. 


On the other hand, the kingdom of 
Judah, without the assistance of the rural 
ten tribes, was unable to resist King Nebuchad- 
nezzar and were likewise carried captive 
to Babylon. Possibly the moral, insofar as 
the ten lost tribes are involved, is that it is 
better to bear the taxes we have than flee to 
others which we know not of. 


There is, however, one very important 
phrase of the controversy between Reho- 
boam and Jeroboam which justifies the at- 


August, 1952 e TAX ES—The Tax Magazine 





tention I have given to it. It is one of 
the earlier instances of the injection into 
taxation of a new and powerful influence 
which has, in our time, become the most 
important one of all and, in fact, in our 
own system of state, local and national 
taxation, the only really important one. We 
have seen, in Israel up to the time of 
Solomon, the nature of a system in which 
the nature and rates of taxation were deter- 
mined by the priesthood. The people who 
paid the taxes had nothing te say about what 
they were to pay. They just paid. In the case 
of other nations which were governed by 
a king, it was the king who dictated the 
taxes to be paid and, through imperial 
power, exacted their collection. But Jero- 
boam, the spokesman for the ten tribes, did 
not speak as a king. He spoke as a repre- 
sentative of the people. 


The third, and most powerful, estate had 
expressed itself. The commons had joined 
with the priests and king in a decision as 
to the nature of their taxes and how they 
should be expended. 


Thus, in the time of Jeroboam, some 900 
years before the birth of Christ, the lines 
were drawn in the age-old conflict between 
democracy and autocracy, between the 
divine right of kings and priests to govern 
and the right of men to rule for themselves. 


I cannot resist the temptation, while on 
my journey from King Solomon up to 
Harry Truman, to pause about 900 years 
on the way at the Jerusalem of the time 
of Christ. We find that times have not 
changed as to taxation. We find that the 
tax collectors, who were defined as publi- 
cans, were finding plenty of resistance from 
the Jews, who were quite reticent about 
paying their Roman taxes. 


While Christ was preaching, one of His 
hecklers posed Him a question which was 
somewhat similar to the oft-quoted query, 
“Have you stopped beating your wife?” 


The question was: “Master, is it lawful 
to pay tribute unto Caesar?” 


Of course, if Christ answered with a flat 
“ves,” He would have alienated himself 


from the sympathy or support of the Jewish | 


community as a whole which, it is true, paid 
their taxes under protest but denied the 
right of the emperor to levy them. If He 
answered “no,” He was headed for a Roman 
jail and a touch of the whipping post, at best. 


His reply became of great value to the 
Christian rulers of later years and also to 
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’ tribute? 


Roman methods of taxation were possibly 
more efficient than any since that time. 


the church: “Render unto Caesar those 
things which are Caesar’s, and unto God 
those things which are God’s.” Nearly 
another thousand years down the march of 
history this statement was used by Charle- 
magne when he ordered his subjects to pay 
their tithe to the church and also one to 
him, arguing that his policy was that of 
Christ Himself. 


This, however, did not end the troubles 
of the Master over Roman taxes. This time 
I quote from the seventeenth chapter of St. 
Matthew who deserves the utmost credence 
in matters of taxation, because he, a publi- 
can himself, had been called by the Master 
from his job in the internal revenue office 
presided over by one Pontius Pilate, who 
was the procurator of Judea, a position 
which corresponds pretty closely with that 
of federal revenue collector for the State 


‘of Iowa, to become one of the 12 apostles: 


“And when they were come to Capernaum, 
they that received tribute money came to 
Peter, and said, Doth not your master pay 
tribute? 


“He saith, Yes. And when he was come 
into the house, Jesus prevented him, saying, 
What thinkest thou, Simon? Of whom do 
the kings of the earth take custom or 
Of their own children or of 
strangers? 


“Peter saith unto him, Of strangers. Jesus 
saith unto him, Then are the children free. 


“Notwithstanding, lest we should offend 
them, go thou to sea, and cast a hook, and 
take up the fish that first cometh up; and 
when thou hast opened his mouth, thou 
shalt find a piece of money: that take, and 
give unto them for me and thee.” 


So even the Master had His troubles with 
the tax authorities of His day. In all due 
reverence, the verses I have quoted are 
the best fish story in the Bible. I only 
regret that Matthew did not reveal to us 
what kind of bait St. Peter used to catch 
that kind of a fish. I could use some of it 
right now. 


I have already commented upon the fact 
that our methods of taxation are not new. 
The machinery for extracting dollars from 
the taxpayers was, in fact, possibly more 
efficient under Roman administration than 
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It was not until the American Revolution 
that a final victory was won for control 
by the citizens of their own taxation. 


it has ever been since that time. But while 
methods of taxation have not changed, the 
basic principles under which taxes are now 
authorized and collected bear little resem- 
blance to the exactions of Joseph, Moses, 
Solomon or Caesar. 


For this change we are indebted in large 
part to our British ancestors, many of 
whom were burned and hanged for their 
efforts in establishing their contention that 
the people, not the kings, the lords and 
the archbishops, have the right to levy 
taxes and to direct the expenditure of the 
proceeds. 


Of course, our own forefathers here in 
the United States had some little hand in 
this matter. It was not until the American 
Revolution that a final victory was won, 
both in the British Empire and in the 
United States, for control by the citizens 
themselves of their own taxation. 


The Roman citizen had little or no voice 
in tax matters. The only thing he had to 
do was pay up. The Roman Senate did 
exert some control over revenues, but, in 
the very nature of things, it generally ex- 
pressed only the viewpoint of the emperor 
or king, or of the dominating aristocracy. 


What was true of Rome was true of the 
monarchies of the Middle Ages, and it was 
true, even in England, until long after the 
American colonies were established. 


We have borrowed comparatively little 
from the Mother Country in the way of a 
general tax system. Our plan of taxation 
in the United States has grown up along 
very different lines from that of Great 


Britain. True, we use many of the same 
methods, but with widely different applica- 
tions. But in one, and the most important, 
respect, the Anglo-Saxon peoples of Great 
Britain and its commonwealths and do- 
minions and the people of the United States 
are identical in policy—no tax may be im- 
posed or collected unless it is originated 
by the people as a whole through their duly 
chosen representatives. 


The vesting of this power in the hands 
of the people is not without certain dis- 
advantages. It does not necessarily mean 
that the people pay a smaller.share of their 


632 


wealth in taxes than they would pay under 
a monarchy or hierarchy. In fact, they 
probably pay more. Montesquieu, in his 
great work of French jurisprudence, The 
Spirit of the Law, who has sometimes been 
referred to as the Blackstone of France, 
sets out a formula in which he declares 
that according to an invariable law of 
nature, public contributions and expendi- 
tures would increase according to the ‘de- 
gree of freedom of its citizens and. that 
taxes would always be highest under a 
government such as we enjoy. 


His rule is probably based on the historical 
fact that excessive exactions of taxes from 
the public at large, when. practiced by an 
absolute monarch, frequently result in revo- 
lutions and changes in government, such as 
the downfall of King Charles I, the execu- 
tion of Louis XVI of France and the loss 
by George III of the American colonies. 
People, it appears, are much more willing 
to pay taxes they impose upon themselves 
than to pay exactions of a monarch or of a 
dominating aristocracy. 


I shall trace, quite briefly, the progress of 
the British people and ourselves toward our 
present-day freedom to tax ourselves as 
we please, because I believe that some 
knowledge of this struggle is essential in a 
proper understanding of our present tax 
machinery. 


We may ignore, in any study of British 
taxation, anything that happened before 
the reign of William the Conqueror. The 
older Saxon kings were feudal monarchs, 
supported by the lords and vassals. What 
they wanted in the way of support from the 
public, they went out and took. 


With the arrival of William and his train 
of nobles, however, a real national taxation 
system was devised. It was, in effect, a 
modification of the old Roman system. It 
began with an accurate listing of all real 
property in England, which has come down 
to us as the Domesday Book. It rested 
heavily indeed upon the common people, 
who in many cases were virtual serfs con- 
sidered only as a valuable appanage to the 
lands owned by their lords. Possibly this 
is one reason why the English-born subjects 
of the conqueror referred to him (when 
they thought it was safe) as William the 
Bastard. 


The Domesday survey was begun in 1085. 
It amounted, in effect, to a listing of all 
property for taxation purposes. Quoting 
from Terry’s History of England: 
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Long after the Magna Carta was signed, 
the principle that the crown. could not 
levy taxes without the consent of the 
people was violated by British rulers. 


“Commissioners were sent forth into 
every shire of the kingdom to collect in- 
formation on oath as to the number of 
manors or townships, the whole number of 
farms, the names of those who held these 
lands, their value, the population free and 
unfree, and the number of cattle, sheep and 
swine upon each estate. Englishmen cried 
out in protest. ‘It was a shame’ they said 
‘to pry into each man’s matters.’ ”’ 


Despite many protests, William had his 
way. Not only that, but he made ’em like 
it. Even a native chronicler after some 
years records the “good peace that he made 
in the land, so that a man might go over 
the realm alone with his bosom full of gold 
unhurt. Nor durst one man dare to slay 


another, how great soever the evil he had - 


done.” 


William also introduced into England the 
feudal system of Normandy under which 
the nobles were made responsible, in large 
part, for the payment of taxes from their 
holdings—the taxes, of course, being ex- 
acted without mercy from the tenants and 
retainers. The work of setting up a stable 
system of finances for the national govern- 
ment was carried on by his successors, and 
one of them, King Henry I, consolidated 
England into a really powerful monarchy— 
but his people paid their taxes promptly or 
else. Of him it was said: “Whoso bore 
his burden of gold and silver, no man durst 
say aught to him but good.” 


As the years rolled by, though, each king 
made new demands. The common people 
were powerless. It was the priests and the 
feudal lords and barons who were to make 
a beginning toward guaranteeing the rights 
of others against the throne, and it was very 
largely the abuse of taxation powers by the 
kings that resulted in the signing by King 
John at Runnymede of the Magna Carta, 


the foundation not only of British, but of- 


many of our own, freedoms. 


You, of course, will be familiar with the 
provisions of the great charter through your 
law courses. It was extorted from King 
John by powerful nobles, but some of its 
protections extended to the humbler folk. 
Most important in its relation to taxation, 
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its provisions forbade the king from levying 
any special taxes without the consent of a 
common council of the nobility and priest- 
hood and certain representatives of lesser 
tenants of the lands of the king and the 
nobles. It gave an exemption from seizure 
for taxes of the implements of a farmer— 
his grain or cattle could not be taken with- 
out payment or consent. 


We regard the Magna Carta as one of the 
foundations of our liberties. It marked the 
greatest step yet taken toward a govern- 
ment of the people, by the people, for the 
people. But the Magna Carta remained 
for more than four centuries an ideal, rather 
than an actuality. No sooner had King 
John signed it than he repudiated it. The 
principle that the crown could not levy taxes 
without the consent of the people was re- 
peatedly violated by British rulers. 


The barons of King John, however, had 
added a third estate to the ruling powers of 
Britain, just as Jeroboam had done in Israel 
2,000 years before. The commons had a 
voice, however weak, in matters of taxation. 
They had been infected with the virus of 
democracy, and they have never recovered, 
even unto this day. 


Edward I, ruling in 1290, deserves to rank 
at the forefront of early British lawyers. 
He it was who cleaned up the judiciary and 
instituted courts of equity. He also was 
greatly concerned about taxation and in- 
augurated what later became the British 
customs system. But the most far reaching 
of his acts was the calling of the so-called 
model Parliament in 1295. This Parliament 
was made up of members of the clergy, the 
first estate; members of the nobility, the 
second estate; and, for the first time in 
English history, a bona fide representation 
of the burghers, members of what we term 
the middle class. 


Edward wanted money, and he asked for 
it. The three estates, voting separately, 
voted a tax upon themselves. The church 
voted one-tenth the value of its personal 
property, the knights one-eleventh and, 
possibly because of the novelty of being 
consulted, the burghers voted the king one 
seventh of their movables. Moreover, the 
king, as a result of this and later parlia- 
ments, became more and more dependent 
upon the consent of the governed for the 
revenues of state. 


The voice granted to the nobility and to 
the middle classes in taxation did not extend 
to ordinary peasants, farmers and workers. 
The taxes voted so freely by the clergy, the 
knights and the merchants were quite gen- 


633 





erally exacted from their tenants and serfs. 
So it came about that 100 years later the 
peasantry rose and marched upon London 
in force. Only a personal conference with 
their leaders by the young King Richard II 
saved London from pillage. 


The king made many promises and the 
peasants dispersed. Their leaders were 
captured and many were hanged. The re- 
volt was a failure. 


There were other taxpayers’ revolts, too, 
during the next couple of hundred years, 
but also, from year to year, the voice of 
even the commoners began to be heard 
more in matters of taxation. Finally, by 
the time of Queen Elizabeth, the principle 
had become well established that the mon- 
arch could levy no tax without sanction of 
Parliament. There were now but two 
estates in Parliament; the church had merged 
with the lords, still retaining, however, the 
right to hold a certain number of seats in 
the House of Lords, a practice which still 
continues. Upon the death of Elizabeth, 
however, a new series of monarchs came 
to power who reasserted the divine right of 
kings to govern and to impose their own 
taxes to be used for their own purposes. 


Here appears in our picture one of the 
greatest jurists of all time. You have all 
heard of him and studied his legal works. 
His name was Sir Edward Coke, and he 
had become chief justice of England under 
James I. 


James had gotten himself off to a bad 
start by declaring to Parliament that “the 
state of monarchy is the supremest thing on 
earth; for kings are not only God’s lieutenants 
upon earth itself and sit upon God’s throne, 
but even by God himself they are called 
Gods ...as to dispute what God may do is 
blasphemy, so it is seditious to dispute what 
a king may do at the height of his power.” 

Parliament was even more astounded 
when James proceeded to prove to his 
kingdom that he meant exactly what he 
said. The king needed money, which 
Parliament declined to grant. The king 
then claimed his right to regulate foreign 
commerce and set up an elaborate system 


of export and import duties for the benefit 
of the crown. 


Moreover, he asserted that the king was 
above all law in any question involving his 
powers and denied his courts the right to 
review his actions. Coke opposed this 
theory with all of his ability and as a result 
was dismissed from his high position as 
chief justice. 
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The revolutionary provision of the Unit- 
ed States Constitution is the complete 
separation of church and state. To that 
degree, our basic principles of taxa- 
tion differ from those of Great Britain, 
where the clergy participates—to some 
degree—in the revenues of the state. 


Coke, however, was not done. He assumed 
leadership in the House of Commons, as- 
serted the right of Parliament to debate the 
king’s acts and to exercise free speech. 
The king sent Coke to the Tower of 
London, but he was soon released, again to 
take leadership in the fight with Charles I, 
who had succeeded James. 


Charles soon assumed dictatorial powers 
and proceeded to levy numerous new taxes 
without consent of Parliament and to collect 
them. His controversy with the famous 
Long Parliament, which convened in 1640, 
involved many other issues—religious free- 
dom, the right to writs of habeas corpus, 
the right to contro] the military forces of 
the nation and the right of free speech. It 
developed into a clear-cut struggle between 
the Roundheads and the Cavaliers, the com- 
mons and the king. 


Charles lost his head, but England was 
not yet ready for a pure republic. Charles 
II was recalled, but he did not assert the 
divine authority which had been so fatal to 
Charles. To quote from Terry’s history, 
however, “the work of Coke and Eliot, of 
Hampden, Pym, Vane and Cromwell, was 
not to be undone. England had at last 
shaken herself from feudalism and the 
middle ages; her people had established 
their right to make their own laws and levy 
their own taxes for the needs of govern- 
ment.” 


I have gone into some detail in the con- 
troversy between the Stuart kings and the 
people, because, in every essential, the basic 
principles of the constitutional government 
we enjoy today in the United States are 
embodied in the final result of the struggle. 

The controversy between the American 
colonies and the mother country which re- 
sulted in the Revolutionary War was not, 
as many believe, due to the fact that the 
British government sought to impose taxes 
upon the colonies for the benefit of the gen- 
eral government. The colonies recognized 
the right of Parliament to impose such 
taxes. But the colonies had been settled in 
large part by men and women who had fled 
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from the Stuart tyranny, many for religious 
reasons, and these people and their descend- 
ants were like their British counterparts; 
they refused to be taxed at the arbitrary 
action of the king or of Parliament without 
having a voice in determining what taxes 
were just and necessary. Taxation without 
representation was tyranny. King George 
and his Tory party government asserted the 
power to tax the colonies without their con- 
sent against the most vigorous kind of pro- 
test by opposition leaders in Parliament, 
including Edmund Burke and both of the 
Pitts. But, for the last time, a British mon- 
arch had asserted powers which Parliament 
had denied him in home affairs but which 
he still sought to exert in the colonies. 


The loss of the American colonies marks 
the last attempt on the part of any British 
monarch to ignore the Magna Carta and 
the Petition of Rights. 


There is little in either the Declaration of 
Independence or the Constitution of the 
United States, with one important excep- 
tion, that asserts any new privileges for 
citizens of the United States other than 
those which had been claimed by English- 
men for many centuries and preserved by 
them in many cases with their blood. 


The one important provision of the Con- 
stitution of the United States that was 
really revolutionary was the entire separa- 
tion of. church and state. To that degree, 
our basic principles of taxation differ from 
those of Great Britain today, where the 
clergy still claims representation in the 
House of Lords and participates, to some 
degree, in the revenues of the state. Britain, 
it is true, retains the House of Lords, but 
in taxation matters the House of Commons 
is supreme, and no taxation measure or ap- 
propriation of moneys may originate either 
with the king or the House of Lords. 


Thus, through the travail of ages, king 
and priest have disappeared from the tax 
structure in present-day United States and 
in Iowa, and the absolute control of their 
taxation rests in the people themselves. 


Not one penny of any tax collected either 
by the State of Iowa or any of its govern- 
mental subdivisions, such as counties, cities 


and school districts, can be imposed without - 


authorization of an act of the general as- 
sembly, approved by the governor. This 
principle is likewise true of all state and 
local taxation and of all federal taxation. 


Let me now enter briefly upon the nature 
of the tax system which we, the people, have 
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developed in Iowa, a system which is, in 
general, typical of that of every state. 


The general property tax which, until after 
the turn of the century, was our only really 
important tax for both state and local gov- 
ernment in Iowa, has now become, in effect, 
a tax for local, rather than state, govern- 
ment. The only state property tax we have 
levied on the real and personal property of 
Iowans since 1941 is a modest tax, author- 
ized by the people in an election, for the 
payment of soldier-bonus claims. 


In 1950, collected in 1951, the amount of 
all property taxes levied was $188,954,442. 
In 1951, to be collected this year, the total will 
increase to very nearly the $200 million mark. 


In addition to these property tax levies, 
however, the state derived from special taxes 
and revenues the additional sum of $172,915,486. 
Thus, our total tax bill from general property 
taxes and state special receipts in 1951 was 
approximately $362 million. 


In 1915, just a generation ago, the total 
of property taxes levied was just about $50 
million, and state special revenues did not 
exceed $5 million. Our taxes for state and 


‘local purposes in Iowa have thus increased 


more than sixfold within the memory of men 
not yet old. 


These comparisons are, of course, affected 
by the decreasing value of the dollar and 
by the increased wealth of the citizens. But 
since 1915 we have added to our economy, 
and we may continue to add, new taxes and 
impositions from year to year which were 
unknown to our fathers. 


In 1915 there was no gasoline tax, motor 
vehicle fees were of little consequence and 
we had no state cigarette tax and no state 
sales, use or income taxes. There was no 
hunting or fishing license and no state liquor 
system with its profits. Our revenue from 
property taxes was adequate for both state 
and local needs, with minor supplementa- 
tion from our inheritance tax and a tax on 
insurance premiums, combined with various 
fees and licenses for both state and local 
purposes. 


I have selected 1915 as a basis of com- 
parison because that year marked the virtual 
ending of those good old days we often refer 
to as the “horse and buggy” age. The auto- 
mobile had just arrived, and it was to bring 
about revolutionary changes, not only in 
our highway taxation policies but also in 
our ways of thinking about the part which 
the state should bear in the financing of 
what had heretofore been purely local activ- 
ities. 
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It speedily became evidence after 1915 that 
the old method of financing road construc- 
tion by townships, counties and, in many 
cases, cities and towns was entirely inade- 
quate. The cost of highways commensurate 
to the new demands was so great that the 
burden could not be borne by property taxes 
alone. Accordingly, motor vehicle license 
fees were imposed, the proceeds of which 
were to be devoted to the main truck lines 
of what we now call the primary road sys- 
tem. But these funds were entirely inade- 
quate, and their collection did not in any 
way solve the problems of constructing local 
roads. 


This situation resulted in the adoption of 
a gasoline tax to be collected by the state, 
part of which was apportioned to the counties 
for local road construction. The gasoline tax 
started at two cents per gallon and has now 
risen to four cents per gallon. 


Under a constitutional amendment, it has 
been provided that all receipts from the tax 
on motor fuel for propulsion of vehicles 
upon the highways.and all receipts from the 
licensing of motor vehicles used upon the 
roads must be spent for highway construc- 
tion or maintenance. 


In addition to these revenues, the state 
now pledges for highway expenditures all 
receipts from the use tax of 2 per cent im- 
posed upon the sale of new motor vehicles, 
plus 10 per cent of all receipts from the 
general sales tax. 


The result of these new taxation measures 
may be seen by a comparison of highway 
taxes of 1915 with those of 1951. In 1915 
the total property taxes levied for road and 
bridge construction did not exceed $10 mil- 
lion. Motor vehicle fees produced about $2 
million more. 


In 1951 local property taxes levied for the 
construction and maintenance of roads out- 
side cities and towns aggregated more than 
$28 million. Receipts from gasoline tax, 
motor vehicle license and use and sales taxes 
pledged to highway funds totaled nearly $72 
million. 


Thus, for highway purposes alone, taxes 
collected in 1951 represent nearly twice as 
much as our entire property tax bill for all 
purposes in 1915. 


The adoption of state-wide control and 
financing of highways, however, brought 
other far-reaching changes in the Iowa tax- 
ation system. The introduction of the gaso- 
line tax and motor vehicle licenses, and their 
apportionment upon a state-wide basis es- 
tablished the principle of using the power 


of the state to raise funds for the payment 
of so-called state aids which now comprise 
a very great portion of our public expendi- 
tures. 


It developed during the nineteen thirties 
that not only were our local property taxes 
insufficient to finance highway construction 
but that they were also inadequate to meet 
school needs. Also, it became equally evi- 
dent that under modern economic condi- 
tions the old provisions for raising revenue 
for the care of the poor, the aged and the 
unfortunate were equally unsatisfactory. 


Therefore, in 1935 the legislature enacted 
state individual and corporation income tax 
laws, and a state sales tax law which not 
only imposed a 2 per cent tax upon com- 
modities sold at retail but applied the same 
rate to sales of services of public utilities, 
such as power, gasoline and water, and to 
admission prices charged for amusements. 


The purpose of these new laws when they 
were enacted was clearly expressed in the 
title of the act. It was called the Property 
Tax Relief Law of 1935. Whether or not it 
achieved this purpose is highly debatable, 
for property taxes have constantly tended 
to increase, despite the new revenues avail- 
able. It is true that without these revenues 
we should either have to greatly increase 
property taxes or abandon such policies as 
old-age assistance, aid to dependent chil- 
dren, state aid to public schools and our 
homestead-credit system, under which we 
are now crediting home owners with about 
$22 million a year to be applied upon their 
property tax bills. 


The state today has assumed the role of a 
collector of large amounts of taxes on a 
state-wide basis, the proceeds of which are 
not used for maintaining the general gov- 
ernment of the state but for defraying costs 
which were formerly entirely borne locally 
and financed from local property taxes. 


In a summary of the amounts of revenue 
derived from state special taxes or receipts 
for the fiscal year which ended June 30, 
1951, and which also gives a listing of some 
of the purposes for which these taxes were 
expended, we find that of the $172,915,486 
collected, at least $126,049,167 went back in 
the form of what we term state aids. 


The direct property tax, which still re- 
mains our main reliance in Iowa for local 
revenue, has some very distinct advantages 
and also certain very definite limitations. 
The revenue which may be derived remains 
constant regardless of economic conditions. 
Revenues from income, sales and excise 
taxes may vary greatly between periods of 
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A public which is free to tax itself will 
not necessarily incur government contri- 
butions which are lower than they would 
be under a competent king or dictator. 





prosperity and depression. Further, the net 
earnings which may be realized from real 
estate holdings are under some severe limi- 
tations. The farmer must have a relatively 
large investment in proportion to his poten- 
tial earnings, and this is likewise true of 
owners Of city real estate. 


In Iowa, our urban population continues 
to increase from year to year, while our 
rural population is less today than in 1915. 
In addition, until after 1915 no attempt was 
made in Iowa to base our revenues in any 
considerable part upon either net earnings, 
such as the income tax, or purchasing power, 
as is the case of sales and excise taxes. Our 
experience has not been different from that 
of other commonwealths and nations. We 
were faced with the necessity of supplement- 
ing revenues from our direct property tax 


from other sources based upon our industrial ° 


development and the earning and purchas- 
ing power of our citizens. 


We first adopted our cigarette tax, and, 
after national prohibition was repealed, we 
adopted our sales tax on beer and our pres- 
ent policy of supplementing both state and 
local revenues from our liquor-store profits. 
But these new revenues were far from suf- 
ficient to meet public needs. 


I have already made a comparison of the 
increase in our road funds which has devel- 
oped since 1915. I should like to analyze 
also our increased tax levies for schools and 
for what we term social welfare. I shall 
have to be content, however, with a very 
brief summary of what has developed in 
these fields. In 1915 the total property tax 
levies for school purposes throughout the 
state aggregated less than $19 million. In 
1951 the total property tax levied for local 
school purposes reached $94.5 million. In 
addition to these receipts from property 
taxes, the state, in various forms of school 
aids, including agricultural land credit, pro- 
vided nearly $23 million. Thus, from taxa- 
tion aggregating $20 million for our public 
schools in 1915 we have climbed to more 
than $117 million for 1951. 


For social welfare, from a modest million 


_and a quarter in property poor tax levies 


in 1915 we climbed to nearly $9 million in 
1951 from the same sources. For old-age 
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assistance and other similar aids, the state 
added another $16 million, which supple- 
ments federal grants of an even larger 
amount. Disregarding federal aids, our tax 
contributions for social welfare have risen, 
therefore, from $1.25 million in 1915 to $25 
million last year. These figures do not in- 
clude costs of treatment of patients in state 
institutions, which have also increased greatly. 


I am reciting these figures not only to 
give you an idea, if I can, of the taxes we 
paid and what they are used for but also to 
emphasize again the fact that a public which 
is free to tax itself will not necessarily incur 
government contributions which are lower 
than they would be under a competent king 
or dictator. I see no signs of any great 
agitation against the taxes Iowa people are 
now paying. True, there is often criticism 
of the methods used in raising our revenues, 
but today in Iowa we find insistent demands 
that the amount we allocate for state school 
aids should be increased, that even more 
money should be available for highway con- 
struction and that old-age assistance pay- 
ments should be liberalized. This inevitably 
would mean higher taxes, perhaps an addi- 
tional cent on gasoline and cigarettes or 
another cent added to our sales tax. 


A major portion of our tax increase, both 
nationally and locally, during the last gen- 
eration is due to the fact that the public, 
through its chosen representatives, has seen 
fit to transfer to the nation or to the state 
or to the local community many obligations 
which were originally borne by the citizen 
himself. For example, we want our chil- 
dren transported to school by bus, rather 
than letting them walk or providing our 
own transportation. We want the highway 
department to plow out our highways and 
to keep them in condition rather than our- 
selves to join with our neighbors in 
breaking roads or filling holes. We seem per- 
fectly willing to transfer the duty of pro- 
viding for the aged to the state and nation 
instead of assuming the responsibility our- 
selves. We want these things done by the 
people as a whole, and we seem to be will- 
ing to provide the necessary taxes. 


In your future law career you will be 
called upon, of course, to delve much deeper 


_into the details of our tax laws than I have 


done today. My effort today, however, has 
been to try to present some of the back- 
grounds and factors which are basic in the 
understanding of taxation as a whole. If I 
have succeeded, even in small measure, I 
shall feel that I have not wasted your time. 


[The End] 
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“Tee STATE possesses the sovereign 
power to define, for purposes of a tax 
imposed on net income, the term ‘doing 
business’ as including the performance of 
any acts the net income attributable to 
which the state will tax on a nondiscrimina- 
tory basis.” (See “Interstate Commerce and 
a State’s Right to Revenue,” Taxes—The 
Tax Magazine, January, 1952, page 25.) The 
state’s power to tax must not be considered 
“narrowly or pendantically, in slavery to 
forms and phrases,” but broadly and basi- 
cally, limited only by federal and state con- 
stitutional prohibitions. (See Burnet v. 
Wells, 3 ustc J 1108, 289 U. S. 670, 53 S. Ct. 
761 (1933).) The power to tax is derived 
from legislative authority and is prohibited 
only by lack of such authority. 


In the case of Spector Motor Service, Inc. 
v. O’Conner, 71 S. Ct. 508, the Supreme 
Court said: “Taxing power is inherent in 
sovereign states,” yet the states have dele- 
gated to “Congress the power ‘to regulate 
Commerce with foreign Nations, and among 
the several States...’ U. S. Const. Art. 1, 
Par. 8.” Inasmuch as the power to tax “is 
inherent in sovereign states,” it remains in 
the states until surrendered by them, and 
such power can be surrendered only to the 
extent that it is delegated to some other 
authority. The states have delegated to Con- 
gress the power “to regulate Commerce... 
among the several States” but have retained 
all other powers inherent in the states to 
impose nondiscriminatory taxes. If the tax 
is nondiscriminatory, the only power dele- 
gated to Congress is regulatory. The Spector 
decision plainly states that “whether a state 
may validly make interstate commerce pay 
its way depends first of all upon the consti- 
tutional channel through which it attempts 
to do so.” It states further that the “State 
is not precluded from imposing taxes upon 
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other activities or aspects of this business 
which, unlike the privilege of doing inter- 
state business, are subject to the sovereign 
power of the State. Those taxes may be 
imposed although their payment may come 
out of the funds derived from .. . interstate 
business, provided the taxes are so imposed 
that their burden will be reasonably related 
to the power of the State and nondiscrimi- 
natory.” 


The Supreme Court of the United States 
in the case of McGoldrick v. Berwind-White 
Coal Mining Company, 1 stc 532, 60 S. Ct. 
388, 309 U. S. 33, (1940), said: “Not all 
state taxation is to be condemned because, 
in some manner, it has an effect upon com- 
merce between the states, and there are 
many forms of tax whose burdens, when 
distributed through the play of economic 
forces, affect interstate commerce, which 
nevertheless fall short of the regulation of 
the commerce which the Constitution leaves 
to Congress. A tax may be levied on net 
income wholly derived from interstate com- 
merce. Nondiscriminatory taxation of the 
instrumentalities of interstate commerce is 
not prohibited.” 


From the above-mentioned three deci- 
sions of the Supreme Court of the United 
States and the prior decisions cited therein, 
it is crystal clear that a sovereign state 
possesses the unqualified, inherent power 
to impose a nondiscriminatory tax directly 
upon net income “wholly derived from 
interstate commerce” and that the state is 
not prohibited from imposing a nondis- 
criminatory tax upon the “instrumentalities 
of interstate commerce.” The answer is 
found in the incidence of the tax qwhen 
applied to the state’s inherent power to tax 
which has not been exclusively delegated to 
the Congress of the United States. So far 
as I have been able to determine, the only 
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taxing powers inherent in the sovereign 
states which have been delegated to the 
United States are those touching regulation 
and discrimination. 


A regulatory tax is, of necessity, direct 
as to commerce itself and may impede the 
free flow of commerce between the states 
by exacting all or more than all, of the 
profits derived from such commerce. A 
direct tax upon the incidence of commerce 
is clearly distinguishable from a tax im- 
posed only upon net profit after the business 
has been done and the profit has been deter- 
mined and which, at most, can affect com- 
merce only remotely, since it takes only a 
part of that profit and does not render the 
commerce unprofitable. (See Stebbins Engi- 
neering & Manufacturing Company v. Wis- 
consin Tax Commission, November 3, 1938.) 
A tax that is so burdensome as to impede 
the free flow of commerce between the 
states has the effect of being regulatory 
and, therefore, repugnant to the Commerce 
Clause of the United States Constitution. 
A tax imposed only upon net profit from 
business done, either intrastate or interstate 
in character, is not a direct burden upon 
commerce and hence is not forbidden by the 
Commerce Clause. (See United States Glue 
Company v. Oak Creek, 1 stc J 245, 247 U. S. 
321 (1918). 
Court of the United States holding to 
approximately the same principle are Shaf- 
fer v. Carter, 1 stc J 235, 252 U. S. 37 (1920); 
Underwood Typewriter Company v. Chamber- 
lain, 1 stc 255, 254 U. S. 113 (1920); and 
Hump Hairpin Manufacturing Company v. 
Emmerson 1 stc J 185, 258 U. S. 290 (1922).) 


State’s Power to Tax 


Other decisions of the Supreme . 


Having determined from the foregoing 
that a tax imposed only upon the net profit 
of a taxpayer engaged in activities both 
within and without a state does not offend 


.the Commerce Clause, we must determine 


what part of the profit can be taxed by a 
state without offense to due process. “Where 
the amount of net income taxable is in the 
proportion to the activities carried on within 
the state that the total net income is to the 
total activities carried on by the corpora- 
tion, the tax does not run counter to the 
requirements of due process, regardless of 
the domicile of the corporation.” (See “In- 
terstate Commerce and a State’s Right to 
Revenue,” cited above.) If, on the amount of 
net profit taxed, only that portion derived 
from sources within the state by reason of 
what was done therein is taxed by the state, 
the tax does not offend the due process 
provision of the federal Constitution. 


What constitutes net income to a foreign 
taxpayer from sources within a state by 
reason of what is done therein where only 
solicitation and receipts from customers 
within a state are involved? This question 
presents a problem only where the taxpayer 
is engaged in activities or transactions 
crossing state lines and the income must 
of necessity, for lack of a better determin- 
ing method, be apportioned. Where a rule 
of apportionment must be applied, it is only 
necessary to meet the requirement of United 
States Supreme Court decisions that the 
formula for apportionment be reasonable. 
(See Altman and Keesling, Allocation of In- 
come in State Taxation (Chicago, Commerce 
Clearing House, Inc., 1950 Edition), page 
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37, and the decisions cited therein.) While 
law and equity are not always compatible, 
the formula should, as nearly as possible, 
reflect to the state for taxation the nearest 
dollar income attributable to what was done 
in the state by giving appropriate weight 
to each major factor that contributed to the 
taxpayer’s total net income. 


Where the net profit was earned, in a true 
economic sense, depends upon where every 
act pertinent to the end result was per- 
formed. This can best be determined by a 
rule of apportionment that will reflect to the 
nearest dollar the income to a state by rea- 
son of what the state afforded or con- 
tributed to the production of the income to 
be taxed. This thought is ably enunciated 
by Altman and Keesling in the publication 
cited above. The formula should be com- 
posed of such factors as will reduce to a 
minimum the possibility of a taxpayer creat- 
ing the fiction of a nonresident tax situs. 
(See Parke, Davis & Company v. Cook, 198 
Ga. 457.) To allocate the value of sales to 
an office where orders are approved or to 
an office through which sales are negotiated 
is to create a fertile field for fiction. A better 
way is to allocate the value of sales to the 
state from which the economic value was 
received and without which there was no 
profit. If there was no activity by the tax- 


payer in the state from which the money 
was received, the allocation should be made 
to the state from which shipment was made. 
Thus the possibility of creating the fiction 
of a nonresident tax situs is avoided. 


Some hold to the theory that solicitation 
alone should be given no weight in deter- 
mining a taxable event. This is true only 
of.taxes concerning regulation and discrimi- 
nation. The broad theory that solicitation 
alone cannot create a taxable event lost 
force completely in the decision of the 
Supreme Court of the United States in the 
case of International Shoe Company v. State 
of Washington, 2 stc { 200-009, 326 U. S. 310, 
66 S. Ct. 154 (1945), sustaining a nonregula- 
tory and nondiscriminatory unemployment 
compensation tax. The Court said: “But to 
the extent that a corporation exercises the 
privilege of conducting activities within a 
state, it enjoys the benefits and protection 
of the laws of that state. The exercise of 
that privilege may give rise to obligations, 
and, so far as those obligations arise out of 
or are connected with the activities within 
the state, a procedure which requires the 
corporation to respond to a suit brought to 
enforce them can, in most instances, hardly 
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be said to be undue. .. . Applying these 
standards, the activities carried on in behalf 
of appellant in the State of Washington 
were neither irregular nor casual. They 
were systematic and continuous throughout 
the years in question. They resulted in a 
large volume of interstate business, in the 
course of which appellant received the bene- 
fits and protection of the laws of the state, 
including the right to resort to the courts 
for the enforcement of its rights.” 


A Delaware corporation has its executive 
offices and manufacturing plant in Pennsyl- 
vania and its only sales office in New York. 
All orders are accepted or rejected in New 
York, and all shipments of goods are made 
from its warehouse in Pennsylvania. It has 
receipts from sales during a taxable period 
amounting to $5,000,000, all of which are 
from the solicitation of orders in the eastern 
half of the United States. Let us assume 
that for purposes of a nonregulatory and 
nondiscriminatory tax upon net profit, $500,000 
of the gross receipts are from Georgia cus- 
tomers. Let us further assume that in the 
course of a year of operation it becomes 
necessary for the corporation to resort to 
the courts for the collection of an account 
of $25,000 against a Georgia customer. The 
laws of Delaware, Pennsylvania and New 
York, all combined, are helpless vehicles to 
the corporation in effecting the collection. 
Georgia furnishes the vehicle and is entitled 
to some fare, as held in the Jnternattonal 
Shoe Company case. This case held that 
there was: no violation of.the due process 
clause of the Fourteenth Amendment to the 
federal Constitution where activities within 
a state of salesmen in the employ of a 
foreign corporation, exhibiting samples of 
merchandise and soliciting orders from 
prospective buyers to be accepted or re- 
jected by the corporation at a point outside 
the state, were systematic and continuous 
and resulted in a large volume of interstate 
business. 


From the foregoing it is reasonable to 
conclude that the solicitation and obtaining 
of orders within a state from which a for- 
eign corporation receives a “large volume 
of interstate business” is a taxable event for 
purposes of a nonregulatory and nondis- 
criminatory tax. So far as an infringement 
of the federal Constitution is concerned, the 
principle is the same whether the business 
be large or small if the apportionment of 
income is reasonable. 


[The End] 
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The Supreme Court Redefines 
PUBLIC POLICY 


By THOMAS M. STAPLETON, Jr. 


SOME COMMONLY ACCEPTED UNDERSTANDING OF PUBLIC POLICY 
AND ITS LIMITATIONS IS NECESSARY IF THE TAXPAYER IS NOT 
TO BE LEFT TO THE WHIMS OF EXECUTIVE AND JUDICIAL MOODS. 
THE AUTHOR IS AN ATTORNEY AND CPA, ST. ALBANS, NEW YORK 


7S DEDUCTIONS that a taxpayer 
may claim in the computation of income 
subject to federal taxation are authorized 
in Code Section 23. Some of these are spe- 
cifically enumerated while others are implied 
in the catchall subsection providing for the 
deduction of all ordinary and necessary ex- 
penses paid or incurred during the taxable 
year in carrying on a trade or business. 
There is no mention either in the cited 
section or any other provision of the Code 
of a possible conflict between public policy 
and the allowance of deductions. The regu- 
lations issued by the Commissioner main- 
tain a similar discreet silence. 


In spite of this absence of reference to 
public policy, it has long been accepted 
that some deductions are not allowable be- 
cause of public policy. A basic premise 
behind such disallowance is that deductions 
arise by grace of legislative proviso, and 
both the Commissioner and the courts have 
taken the position that Congress did not 
intend to sanction deductions that would 
mitigate the penalties imposed for trans- 
gressions of laws or which would lend encour- 
agement to illegal practices and activities. 


In many cases there can be no dispute 
with either the principle or its application 
to specific circumstances. It would definite- 
ly seem contrary to public policy to permit 


deductions for fines or penalties arising from ~ 


the criminal violation of federal, state and 
local statutes. The same result is reason- 
able in the case of bribes, payments for 
political-pressure activities or even lobby- 


1 Rossman Corporation v. Commissioner, 49-2 
ustc {| 9333, 175 F. (2d) 711 (CA-2). 
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ing which might be used to influence ad- 
versely the legislative and executive branches 
of the government. 


Disallowance of deductions for reasons 


_of public policy becomes more of a subject 


of justifiable controversy where penalties re- 
sult from other than criminal violations of 
statutes. In one recent case it was stated 
that penalties under these circumstances 
are not necessarily nondeductible and that 
the basic issue is whether the deduction of a 
particular penalty will “frustrate the policy” 
of the statute imposing it.’ In the case of 
a penalty arising from the violation of a 
complicated law, it has been held that 
deductibility depends upon the intent of the 
taxpayer involved and his reasonable care 
to avoid a violation. In more instances 
than not, the penalties have been disallowed 
in the case of noncriminal violations of 
laws. However, this would also seem to 
be a reasonable area for the application of 
the big stick of public policy. 


Definitions of Public Policy 


A serious question arises as to how far 
the boundries of public policy are to ex- 
tend. Are the rulings of administrative 
bodies or even the canons of professional 
societies to receive the same treatment as 
laws and statutes? A companion and com- 
plex question is how public policy for tax 
purposes is to be defined. The adherent of 
laissez-faire and the militant crusader for 
particular causes would disagree. Yet, some 


2 National Brass Works, Inc. v. Commissioner, 
50-1 ustc {§ 9316, 182 F. (2d) 526 (CA-9). 
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commonly accepted understanding of public 
policy and its limitations is necessary if 
the taxpayer is not to be left to the whims 
of executive and judicial moods. 


Public policy as a basis of tax action is 
intangible rather than tangible. Its limits 
are vague and uncertain. This is no better 
demonstrated than by reference to two def- 
initions cited by the Tax Court in an 
opinion, the reversal of which is the sub- 
ject of this article.* It quoted Maryland 
Trust Company v. National Mechanics’ Bank * 
where a court said: “Public policy is de- 
fined as the public good. Everything that 
tends clearly to undermine that sense of 
security of the individual rights, whether of 
personal liberty or private property, which 
every citizen ought to feel is against public 
policy.” 

The Tax Court also cited this ethereal 
definition of an Ohio tribunal in the case of 
Pittsburgh, Cincinnati, Chicago & St. Louis 
Railway Company v. Kinney: * “Public policy 
is the community common sense and com- 
mon conscience extended and applied through- 
out the state to matters of public morals, 
public health, public safety, public welfare, 
and the like; it is that general and well 
settled public opinion relating to man’s 
plain, palpable duty to his fellow men, hav- 
ing due regard to all the circumstances of 
each particular relation and situation.” 


These definitions may serve as an expres- 
sion of the spirit of courts of equity, but 
their application to the field of taxation can 
only result in confusion. They could mean 
all things to all men and would represent 
an extremely flexible yardstick, with the 
results depending on who is doing the meas- 
uring. With this background in mind, it is 
time to turn to the problems of Thomas 
and Helen Lilly who found themselves in 
conflict with the Commissioner’s understand- 
_ ing of public policy. 


Lilly Case 


The petitioners were engaged in the -opti- 
cal business in North Carolina and Virginia, 
and their activities were concerned with the 
grinding, fitting and selling of eyeglasses 
and spectacles. As part of their operations, 
they entered into oral contracts with various 
oculists whereby they agreed to pay the 
oculists one third of the retail price of all 
eyeglasses and spectacles purchased by pa- 
tients sent to the Lillys by the oculists. Ac- 
cording to the evidence, the oculists did not 
tell their patients about this rebate arrange- 


3 Thomas B. Lilly et al., CCH Dec. 17,669, 14 
TC 1066 (1950). 
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ment unless specifically questioned on the 
subject by individual patients. It was im- 
plied that most of the patients concerned 
did not make ‘such inquiry. This practice 
of “kickbacks” to the oculists was general 
in both the area where the taxpayers con- 
ducted business and in most of the rest of 
the nation. The oculists who received the 
payments reported them as income on their 
individual returns. The petitioners deduct- 
ed them as ordinary and necessary payments 
of expenses in the operation of their trade 
or business. 


The Commissioner disallowed the pay- 
ments as deductions for 1943 and 1944 on 
the grounds that they were not ordinary and 
necessary in that they were voluntary and 
an incident to unethical practice. It was 
cited as undesirable, since the doctor, un- 
known to the patient, was accepting com- 
missions from the taxpayers for recom- 
mending them to the patient. This was a 
professional service included in the em- 
ployment of the doctor by the patient and 
for which the doctor had been paid by the 
patient. 


Was this a payment in contravention of 
a law or statute? The answer was no. At 
the time the deductions were taken, such 
payments were not prohibited by any fed- 
eral or state legislation. Therefore it was 
not an illegal practice to pay what, in effect, 
were commissions to the oculists. How- 
ever, this practice was opposed in the prin- 
ciples of medical ethics of the American 
Medical Association and was also condemned 
by the medical society of North Carolina 
where the taxpayers engaged in business. 
It should be noted that these groups ex- 
ercised jurisdiction over the doctors and 
not the petitioners. Thus, if any “law” 
was being protected, it was the judgments 
of private professional societies. In prac- 
tical effect, the Commissioner assumed the 
position that in the circumstances of this 
case it was contrary to public -policy to 
encourage others to violate the ethics of 
medical societies, since these petitioners 
were not members of these groups. After 
the years involved, the legislatures of some 
states did outlaw the discussed payments. 

Of direct interest was the historical back- 
ground behind the payments to oculists. 
At one time the doctors not only examined 
the eyes of their patients and prescribed 
glasses but also sold them the glasses. They 
bought the frames and lenses at wholesale, 
prepared and fitted the glasses to the pa- 
tients and sold the glasses at a profit. Op- 


*63 Atl. 70, 102 Md. 608 (1906). 
5115 N. E. 505, 95 Ohio 64 (1916). 
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ticians, including the Lillys, offered to fill the 
prescriptions for the doctors and to fit 
the frames to the patients. —To compensate 
the doctors for their loss of profit on the 
sale of spectacles, opticians generally paid 
the oculists one third of the retail price of 
the glasses. 


The basic issue then was whether the 
described expenses were ordinary and nec- 
essary under Section 23 (a) (1). It is ac- 
cepted that no deduction can qualify as 
“ordinary and necessary” if it violates 
sharply defined public policy. The Tax 
Court considered all the evidence and held 
that the payments Were not ordinary and 
necessary, since they were contrary to pub- 
lic policy.” The Lillys appealed the issue 
to the United States Court of Appeals for 
the Fourth Circuit,’ where the Tax Court 
decision was sustained in the following 
language: 


“A doctor owes the duty of undivided loy- 
alty to his patients, and a contract which 
violates this duty is unenforceable and 
opposed to public policy. One cannot at 
the same time serve two incompatible mas- 
ters. . . . The evil we find in these kick- 
backs is the receipt by the physician of 
secret profits through dealings with his pa- 
tients. Surely, the doctor is assuming an 
utterly inconsistent position when he rec- 
ommends an optician without disclosing 
that he is being paid for the recommenda- 
tion, This corrupt [sic] practice obviously 
involves, or tends to promote, serious evils: 
(1) the prescription by the doctor of glasses 
where actually not necessary; (2) more ex- 
pensive lenses than really needed; (3) rec- 
ommendation of an inferior optician; (4) 
artificial increase in the cost of glasses by 
the inclusion of the physician’s commission, 
for which the physician affords no value 
to the patient. The bait of the secret con- 
sideration, which taxpayers offered the doc- 
tor, hopelessly divided the trust interest of 
the doctor.” 


Whether or not one believes these pay- 
ments are immoral or unethical, the tone of 
the above decisions, as represented by the 
quotation from the opinion of the court of 
appeals, is disturbing. No other court is 
cited as having held these contracts as un- 
enforceable, and there is no pretense that 


any law or statute has been violated. - 


The courts in this case strongly imply that 
it is within the scope of a tax decision to 
scrutinize the contracts of a taxpayer to 


6 Commissioner v. Heininger, 44-1 ustc { 9109, 
320 U. S. 467. 
7 Cited at footnote 3. 
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determine if they are “unenforceable” or 
“contrary to public policy” with no apparent 
limitation as to what public policy might 

encompass. The reader is advised to reread 

the definitions of public policy cited by 
the Tax Court and quoted earlier. The 

danger from these decisions is that they 

result in a judicial amendment of Section 23 

which, in substance, provides that deduc- 

tions are allowable if they do not violate the 

concepts of civic and business morality of 
the members of the tribunal. 


Fortunately this amendment to Section 23 
has just been repealed by the United States 
Supreme Court. In an opinion that is both 
sound and timely, the Court stated that 
the deductions were ordinary and neces- 
sary.” As a long-established practice in the 
optical business, they were ordinary. A 
nationwide occurrence of these payments 
removed them from an extraordinary cate- 
gory. The Court also deemed them neces- 
sary, as the discontinuance of the payments 
in the years in question would have meant 
the resumption of the sale of glasses by 
doctors or the reference of the business to 


8 51-1 ustc {| 9227, 188 F. (2d) 269. 
® 52-1 ustc J 9231, 72 S. Ct. 497. 





other firms who continued to pay the com- 
missions. The decision then narrowed down 
to what is public policy for tax decisions 
and whether these payments were contrary 
to public policy. 


The words of the Supreme Court are so 
explicit that they will be quoted at length: 


“Assuming for the sake of argument that, 
under some circumstances, business expendi- 
tures which are ordinary and necessary in 
the generally accepted meanings of those 
words may not be deductible as ‘ordinary 
and necessary’ expenses under section 23 
(a) (1) (A) when they ‘frustrate sharply 
defined national or state policies proscribing 
particular types of conduct,’ supra, never- 
theless the expenditures now before us do 
not fall in that class. The policies frus- 
trated must be national or state policies 
evidenced by some governmental declaration 
of them. In 1943 and 1944 there were no 
such declared public policies proscribing the 
payments which were made by the petition- 
ers to the doctors. 


“Customs and the actions of organized 
professional organizations have an appro- 
priate place in determining in a factual 
sense what are ordinary and necessary -ex- 
penses at a given time and place. 

They do not, however, in themselves con- 
stitute the ‘sharply defined national or state 
policies’ the frustration of which may, as a 
matter of law, preclude the deductibility of 
an expense under section 23 (a) (1) (A).” 


The Court stated that it was not voicing 
approval of the payments and noted that 
subsequent to the years in issue the State 
of North Carolina had outlawed the practice 


discussed here. It noted that the deductions 
which the Commissioner tried to disallow 
as contrary to public policy represented be- 
tween 56 and 72 per cent of the income of 
the taxpayers in the years under review, 
which emphasizes how crucial the issue of 
what is public policy can become. 


It is hoped that this decision will set, for 
once and for all, some limits as to what 
public policy can result in the disallowance 
of an otherwise valid deduction. The Court 
stated that the policies frustrated must be 
national and state policies evidenced by 
some governmental declaration of them, 
which seems to rule out much of the area 
that the Tax Court and the Court of Ap- 
peals of the Fourth Circuit felt includible. 
Whether the cited words of the Supreme 
Court are sufficient to provide the reasonable 
yardstick needed can only be disclosed by 
the future. In any event, they are a def- 
inite step in the right direction. 


Legislative Definition Needed 


Because public policy as a basis of judg- 
ing the deductibility of expenses still retains 
some vagueness, even after the cited ver- 
dict of the nation’s highest court, it would 
seem that some legislative definition of 
the term is desirable, Continued inaction 
by Congress can only mean more groping 
for .a generally accepted rule. In these 
davs of a multitude of government rules 
and regulations where even the innocent 
may trip, the taxpayer deserves a little 
more light on the matter. ° 


[The End] 





CLAIMS SAVINGS TO TAXPAYERS OF $137 MILLION | 


Savings to taxpayers of more than $137 
million in administrative costs over the 
past four years were spelled out in a 
recent release by the Veterans Admin- 
istration on a report of VA Administra- 
tor Carl R. Gray, Jr., before the House 
Committee on Veterans Affairs. 


Management savings listed by Mr. 
Gray included centralization of supervi- 
sion in Washington, consolidation of 
district offices, improved efficiency of 
employees in the accounting services 
with a consequent reduction in personnel, 
reduction and control of the number of 
physical re-examinations for adjudicatory 
action, etc. The recurring yearly savings 
made possible by these measures were 
estimated to be $30,097,000. 
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Among savings in the hospital and 
medical field, Mr. Gray listed savings 
of $7,200,000 through collections from 
insurance companies for hospitalization 
and medical services; savings of $2,900,000 
through establishment of blood banks; 
savings of approximately $1,000,000 through 
standardization of drug items; savings 
of $6,305,000 through the establishment 
of the standard ration pattern for food 
in VA institutions; savings of $1,200,000 
through station manufacture of pharma- 
ceutical preparations; and savings of 
$2,500,000 through: control of hospital 
overtime costs. 


in addition, the establishment of dental 
laboratories has saved $2,300,000 under 
cost of letting this work out under contract. 
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Americas Highest Hidden Tax 


By F. M. PARKINSON, Executive Director 
National Tobacco Tax Research Council, Inc. 
Richmond, Virginia 


THE AUTHOR DISCUSSES 


® The high cigarette tax 
Its $1.3 billion federal revenue 


How it compares to income tax 
rates 


The encroachment of municipal- 
ities 

The new business community built 
by cigarette tax escapees 


OF ALL THE ITEMS entering into 
the budget of the average American 
family none is so heavily weighted with 
taxes as cigarettes. Because the unit price 
for cigarettes is comparatively low in the 
long list of commonly recurring expendi- 
tures and because there is no identifying 
information to expose or advertise the 
extent of the tax burden imposed thereon, 
the purchaser of this widely used com- 
modity is in ignorance of the fact that a 
larger portion of the purchase price of the 
cigarettes he or she smokes is used for the 
maintenance of the federal government and 
of most state governments than any other 
item of family expenditures. 


The blue stamp affixed to every package 
of cigarettes is worth eight cents. That 
is the amount the federal government re- 
quires to be paid into the United States 
Treasury before the package starts on its 
way to the retailer’s shelf. That eight-cent 


tax happens to be two and three-fourths - 


times as much as the price paid to the 
farmer who grew the tobacco contained in 
a package of cigarettes. It is more than 
two and one-half times as much as the 
manufacturer received for processing the 
tobacco and making the package of ciga- 
rettes. It is two and one-fourth times as 


America’s Highest Hidden Tax 


much as everybody else received who had 
anything to do with the movement of that 
package of cigarettes from the time the 
tobacco left the farm until it reached the 
consumer. 


Last year the federal government col- 
lected more than $1.3 billion from cigarette 
taxes. This represents an average of $21.66 
from each of the nation’s estimated 60,000,000 
smokers and is $1.62 more than the federal 
income tax liability of the average American 


’ family with an income of $2,500. 


As if this were not a sufficiently large 
tribute to be forced from a commodity in 
such wide usage, 41 state governments im- 
pose parallel taxes on cigarettes at rates 
ranging from two to eight cents per pack- 
age, the average being 3% cents. Thus, 
the combined federal and state taxes range 
from ten to 16 cents per package, with an 
average for the 41 states of 11% cents per 
package. The average retail price of ciga- 
rettes is 21 cents, and from this we deduce 
that an average of 54.8 cents out of every 
dollar expended for cigarettes has been 
taken by federal and state governments in 
the form of specific excise taxes before the 
consumer opens the package. 


In terms of combined federal and state 
taxes on cigarettes, the farmer who grew 
the tobacco contained in a package of ciga- 
rettes and the manufacturer each received 
only about one fourth as much of the retail 
price of a package of cigarettes as was 
taken in taxes by government, while all the 
other persons who were involved in the 
process of getting the cigarettes to the 
consumer received only a little more than 
one third as much as the government took 
in cigarette taxes. 


The federal government does not impose 
a 55 per cent rate on net taxable income 
until the $18,000 income bracket is reached, 
and the average maximum income tax rate 
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imposed in the states is around 6 per cent. 
In the light of these figures, one may well 
ask whether the average American taxpayer 
is not being taken for a costly ride in his 
pursuit of the comparatively innocent pastime 
of smoking. 


To cap the climax or, mixing the metaphor, 
to heap insult upon injury, municipal gov- 
ernments have in the last several years 
invaded the field of cigarette taxation for 
no other reason than to get additional 
revenue in an*easy manner. The payer of 
such taxes to a municipal government is 
given no special service beyond the services 
accorded those who do not smoke, nor 
does the fact that he smokes create any 
need for unusual municipal expenditures. 
These facts, coupled with the knowledge 
that the tax is highly regressive in that it 
leans more heavily upon the lower-income 
group, lead to the conclusion that it is 
unjust, inequitable and without any justifi- 
cation whatsoever as a local tax source 
save under a rule of arbitrariness and ex- 
pediency, both indefensible concepts in a 
representative government. 


That taxpayers can be annoyed suffi- 
ciently to rebel in particular instances of 
unconscionably high and unreasonable ex- 
actions is shown in some interesting sur- 
veys which have been made by the National 
Tobacco Tax Research Council. When 
they do react, the interests of the municipal 
authorities as well as the business interests 
within the area may pay a high price in 
consequence. 


Take, for example, the case of the Kan- 
sas City, Missouri cigarette tax and the 
consequent development of a new community 
on the outskirts of that city. Kansas City, 
which enacted in 1938 a two-cent municipal 
tax on cigarettes, was the first large city to 
enter the field of municipal cigarette taxation. 


Shortly thereafter, a Kansas City mer- 
chant, harrassed by what he considered 
exorbitant municipal taxes, among which 
were the cigarette and gasoline taxes, hegan 
to look for a location outside the city limits 
of Kansas City where he could erect a store 
and sell merchandise below the tax-inflated 
prices prevailing in Kansas City. He de- 
cided to locate in a spot adjacent to Kansas 
City, Missouri. He built a grocery store 
and a filling station. Then he advertised 
in the Kansas City papers that his gasoline 
was available for 2 cents per gallon less 
than Kansas City prices and that his ciga- 
rettes were available for 21 cents a carton 
less than in Kansas City. You may well 
guess the result. They came to him from 
Kansas City so fast and in such numbers 
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that today he sells $10,000 worth of ciga- 
rettes every week and sells more than 
500,000 gallons of gasoline each month. 
The City Fathers of Kansas City are wonder- 
ing why revenue from the cigarette tax 
has declined for the past four years. 

The result of this whole proposition was 
this: People found out that they not only 
could effect a savings on their cigarette 
and gasoline purchases but that they could 
also buy their groceries, toiletries, drugs, 
bakery goods and many other items making 
up the list of daily necessities in the new 
neighborhood store. Thus was started the 
exodus of business out of Kansas City and 
the genesis of a new community. 

The land-office business done by this 
market and filling station attracted the at- 
tention of other merchants. One by one, 
other types of retail outlets put in an appear- 
ance. Today there are 44 established busi- 
nesses consisting of groceries, hardware 
stores, restaurants, service stations, lumber 
dealers and amusement places operating 
within the area. In 1951 the community 
was incorporated to forestall the threat of 
annexation to Kansas City. This new town, 
which goes by the name of Riverside, serves, 
in addition to its own nine-square-mile area, 
a considerable fringe population of its own 
beyond the corporate lines. It will grow 
and for the same reasons that brought about 
its genesis, namely, the municipal cigarette tax 
of Kansas City which created an incentive. 


Wholesale tobacco distributors in Kansas 
City deliver more than $200,000 worth of 
cigarettes every week to merchants in the 
tax-free area adjacent to Kansas City, and 
these cigarettes are sold to residents of 
Kansas City who go out of their way to 
evade the municipal tax. More than $10,000,000 
worth of cigarette business a year is diverted 
out of Kansas City, and, what is more 
astounding, it is estimated that at least 
$3,500,000 in sales of groceries and drugs 
and such items is diverted out of the city 
along with the cigarette business. 

The dramatic story of the creation of 
Riverside, Missouri, may well represent a 
feature of American tax history that marks 
the beginning of widespread consumer pro- 
test against the unfair incursions of rapaci- 
ous law-making bodies which place prin- 
ciples in a position subordinate to politics 
and expediency, which brush aside economic 
justice and equity in favor of exploitation 
and which place a high premium on dis- 
criminatory taxation as an offset to their 
own incompetency to confine public spend- 
ing and taxation within reasonable limits. 


[The End] 
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LVI 
U. S. v. Supplee-Biddle 
Hardware Company 


“*An Institution Is the Lengthened 
Shadow of One Man” 


Tax Classics e e by Robert S. Holzman 


“pewese Who Do Things exceed my 
endurance: Lord, for a man that solicits 
insurance!” ? 


Some insurance men, however, Do Things, 
such as selling life insurance to a corpo- 
ration—no mean feat, inasmuch as premiums 
ordinarily are nondeductible. Is the corpo- 
rate beneficiary on equal footing with an 
individual? 

When Robert Biddle, II, became presi- 
dent of the Supplee-Biddle Hardware Com- 
pany in his thirty-seventh year, the directors 
of the corporation requested that. he take 


out some life insurance which, in the event: 


of his death, would be payable to the hard- 
ware company. The purpose of this action 
was to provide a fund that would make 


secure the financial position of the company 
should he die and to indemnify the corpo- 
ration against the losses to its earning 
power that his death would occasion. The 
company paid the premiums on these poli- 


cies. Precisely one year and a half later, 
on Columbus Day in 1918, the new presi- 
dent died of influenza, and the corporation 
collected $100,000 on the policies. “But, of 
course, there is tax on what you received 
upon the death of that infielder,” ? declared 
the Commissioner. “Not at all,” protested’ 
the corporation, “for the statute specifically 
exempts the proceeds of life insurance poli- 
cies paid upon the death of the insured 
to individual beneficiaries.” “To individual 
beneficiaries, yes,” the Commissioner granted, 
“but my Regulations deny the exemption to 
corporate beneficiaries, and the definition of 
gross income includes income derived from 
any source whatever.” “Proceeds of life in- 
surance policies are not income within the 


meaning of the Sixteenth Amendment,” the . 


corporation argued, “for such insurance is 
merely a contract of indemnity.” 


On May 26, 1924, Mr. Chief Justice Taft 
delivered the opinion of the Supreme Court: ? 


1 Dorothy Parker, Not so Deep as a Well (New 
York, The Viking Press, 1936), p. 114. 
2 Robert Biddle, II. 
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“We think the Treasury Department erred 
in assuming that Congress intended by Sec- 
tions 233 and 213 to distinguish between 
individual beneficiaries and corporate bene- 
ficiaries in including the proceeds of life 
insurance policies as within gross income. 
We think the two sections have no such 
purpose. Section 213 primarily applies only 
to the taxing of individuals. The union of 
proceeds of life insurance payable to indi- 
dividual beneficiaries and to the estate of 
the assured was thus intended to emphasize 
the exclusion from taxation in the hands 
of individuals of all such proceeds and to 
leave no doubt of it. The meaning is the 
same as if the clause had read ‘the proceeds 
of life insurance shall not be included’ in 
gross income whether they are paid to 
individual beneficiaries or to the estate of 
the assured.’ When Congress came to deal 
with the gross income of corporations, it 
made use of Section 213 by reference and 
grafted it on to 233. It is reasonable that 
the purpose of Section 213 to exclude en- 
tirely the proceeds of life insurance policies 
from taxation in the case of individuals 
should be given the same effect in adapting 
its application to corporations, and that 
such proceeds should be so excluded whether 
by the direction of the insured they were 
to go to specially named beneficiaries or 
where to inure to the estate of the insured. 


“Nor do we find any difficulty with the 
expression in paragraph (b) which exempts 
proceeds of life insurance from gross in- 
come. The word is used not to indicate 
that they would be otherwise included in 
the income to be taxed, but only to make 
clear that the gross does not include them. 


“It is earnestly pressed upon us that 
proceeds of life insurance paid on the 
death of the insured are in fact capital and 
can not be taxed as income under the 
Sixteenth Amendment. Eisner v. Macomber, 


3U. 8. v. Supplee-Biddle Hardware Company, 
1 uste J 95, 265 U. S. 189 (1924). 
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252 U. S. 189 .;* Merchants Loan and 
Trust Company v. Smietanka, 255 U. S. 509 

. © We are not required to meet this 
question. It is enough to sustain our con- 
struction of the Act to say that proceeds of 
a life insurance policy paid on the death of 
the insured are not usually classed as income. 


“Life insurance in such a case as the one 
before us is valid and is not a wagering 
contract. There was certainly an insurable 
interest on the part of the Company in the 
life of Biddle. Life insurance in such 
a case is like that of fire and marine in- 
surance, a contract of indemnity. . . . The 
benefit to be gained by -death has no 
periodicity. It is a substitution of money 
value for something permanently lost either 
in a house, a ship, or a life. Assuming 
without deciding that Congress could call 
the proceeds of such indemnity, income, 
and validly tax it as such, we think that 
in view of the popular conception of the 
life insurance as resulting in a single ad- 
dition of a total sum to the resources of 
the beneficiary, and not in a periodical re- 
turn, such a purpose on its part should be 
express, as it certainly is not here.” 


“In U. S. uv. Supplee-Biddle Hardware 
Company the Supreme Court 
held that corporate beneficiaries were not 
taxable upon the receipt of the proceeds. 
The Court declined to pass on a con- 
stitutional argument that proceeds of life 
insurance paid’ on the death of the insured 
are capital and cannot be taxed as income 
under the Sixteenth Amendment. Despite 
this reservation of the constitutional point, 
there would seem to be little doubt today 
that Congress could tax at least the excess 
of the proceeds over the net premiums paid 
by the insured.”* “The language ‘the pro- 
ceeds of life insurance policies paid upon 
the death of the insured to individual bene- 
ficiaries or to the estate of the insured’ 
may be construed reasonably to the 
effect that such proceeds were not gross 
income within the purview of the act, 
rather than an exemption from gross in- 
come as defined in the act. The Supplee- 
Biddle Hardware Co. v. U.S... .”" 


A corporation entered into a contract 
with a trust company, under which the 


*See ‘‘Tax Classics,’’ II, TaxEes—The Tax 
Magazine, February, 1948, p. 170. 

5See ‘‘Tax Classics,’’ XXIX, TAxEs—The Tax 
Magazine, May, 1950, p. 489. 

¢ Edwin S. Cohen, ‘‘Income Taxation of Life 
Insurance Settlements,’’ Proceedings of New 
York University Fourth Annual Institute on 
Federal Taxation (1945) (Albany,' Matthew 
Bender & Company, Inc., 1946), p. 75n. 





latter would collect the proceeds of life 
insurance when due for payment to the 
stockholders. “The income tax repercus- 
sions of insurance carried by corporations 
on the lives of their officers have turned 
upon the distinction between two simple 
classes of cases. The first is where the 
corporation received the proceeds of such 
insurance as beneficiary named in the policy. 
The amounts so received are not taxable 
to it, they being within the statutory ex- 
clusion from gross income of ‘amounts re- 
ceived under a life insurance contract’, : 
United States v. Supplee-Biddle Hardware 
Co. . . . The second, as might be expected, 
deals with the next step—transference of 
the insurance proceeds from the corporation- 
beneficiary to its stockholders. Now the 
stockholders do not receive those proceeds 
‘under a contract of insurance’ . . . it is to 
be borne in mind that the policies 
indemnified the Company against 
the loss occasioned by the cessation of 

{the officer’s] services. That loss 
is essentially one of future earnings and 
profits—earnings and profits which could 
only be transferred to stockholders as tax- 
able dividends ... .”* 


A corporation took out $50,000 of in- 
surance upon its president under an ar- 
rangement calling for the corporation to 
pay $20,000 of the ultimate proceeds to the 
president’s estate, the remainder to be paid 
to the other stockholders. The subsequent 
distributions were taxable dividends. “At 
this point a serious question might arise as 
to whether, in view of the reasoning of the 
Supreme Court in United States v. Supplee- 
Biddle Hardware Co. ., the proceeds 
of a life insurance policy in the hand's of the 
beneficiary may be said to coristitute ‘earn- 
ings or profits’ out of which dividends 
could be paid. . . . The [Commis- 
sioner’s] determination that the . 
[stockholders] are taxable upon the distri- 
bution results in no inequities for the 
corporation. It had paid, either directly or 
indirectly, all the premiums on the in- 
surance policy presumably out of its earn- 
ings that would otherwise have been taxable 
to the [stockholders] upon dis- 
tribution.” ® Similar was the situation where 

7 Walter E. Barton and Carroll W. Browning, 
Federal Income and Estate Tax Laws, Corre- 
lated and Annotated (Washington, John Bryne 
& Company, -1925), p. 81. 

8 Golden v. Commissioner, 40-2 ustc { 9565, 
113 F. (2d) 590 (CCA-3). 


® May et al., CCH Dec. 6187, 20 BTA 282 
(1930). 
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a corporation took out insurance on its 
president’s life, a corporate resolution at 
the time declaring that the ultimate pro- 
ceeds would be paid by the company 
to its shareholders. The stockholders could 
not claim that they were the real bene- 
ficiaries, the company merely serving as 
agent or trustee for them. “Unless one had 
an interest in the policy itself, the proceeds 
thereof received by him as a gift, or by 
reason of a contract other than the policy, 
after they came into the hands of the 
beneficiary would not be ‘amount received 
under a life-insurance contract’. . . . We 
find in the instant case no consideration 
for the agreements relied on and consider 
them to have been unenforceable.” * 


A corporation’s president assigned his 
life insurance policies to his company at 
cash surrender value with certain adjust- 
ments. Upon his death the corporation was 
taxed, since Section 22 (b) (2) (A) of the 
Code provides that where life insurance is 
assigned for a valuable consideration, only 
the actual value of the consideration and 
other sums paid by the transferee are 
exempt. “The final argument on this phase 
is that the insurance proceeds constitute 
an indemnification of the taxpayer for the 
loss of its president, and are not income 
within the intendment of the Sixteenth 
Amendment. We do not doubt the 
power of Congress to tax life insurance 
proceeds as income under the limitations 
prescribed by this statute. Compare United 
States v. Supplee-Biddle Company. . . .”™ 


SS anare-segp a corporation receives the pro- 
ceeds of a life insurance policy upon 
its president, this amount is abnormal in- 
come for excess profits tax purposes. “We 
think it was abnormal for the Co. to 
derive income of such class,”™ there being 
no recorded case of a Bluebeard Corpo- 
ration. Another abnormal presidential policy 
was purchased by a publisher. “When 
President Truman became Farrar, Straus 
& Young’s hottest literary property the 
firm insured his life for $150,000 on the 
theory that posthumous memoirs wouldn’t 
have the same appeal.” * 


Indemnification is not necessarily taxfree. 
An individual argued that no part of the 
money paid for her land was taxable as 


10 Cummings et al. v. Commissioner, 4 ustc 
{ 1360, 73 F. (2d) 477 (CCA-1, 1934). 

u James F. Waters, Inc. v. Commissioner, 47-1 
ustc {| 5909, 160 F. (2d) 596 (CCA-9). 

12 Premier Products Company, CCH Dec. 
13,374, 2 TC 445 (1943). 


Tax Classics 


_ refinements of economists 


a profit, because it was compensation for 
losses sustained. She “relies chiefly on 
the decision of the Supreme Court in 
United States v. Supplee-Biddle Hardware 
Co. . . . The court held that such proceeds 
did not constitute income under the statute 
as then worded and specifically avoided 
the question as to whether or not Congress, 
if it so desired, might require the inclusion 
of such payments in corporate income. 
Contrasting that situation with the situa- 
tion here, Congress, in section 112 (f) . . 

has specifically provided for the taxation 
of profits on property condemned for public 
uses, and the mere fact that under 
the law a person is entitled to be indemni- 
fied for property at its fair market value 
as of the date condemned is in no way 
determinative of the fact as to whether 
or not there is an actual realization of gain.” ™ 


THER indemnification, however, may not 
be taxed. “The consideration of the ques- 
tion whether the damages received for 
libel and slander are taxable as income 
must proceed not so much according to the 


as ac- 
cording to such decisions of the Supreme 
Court as mark the course. . . . Such 


compensation as general damages adds 
nothing to the individual, for the very 
concept which sanctions it prohibits that 
it shall include a profit. It is an attempt 
to make the plaintiff whole as before the 
injury. There is some support for 
this reasoning in the dictum of the Chief 
Justice in United States v. Supplee-Biddle 
Hardware Co... .”* 


A corporation was taxed upon the pro- 
ceeds of a use and occupancy policy. “The 
taxpayer urges . . . that the situa- 
tion is fundamentally similar to that passed 
upon by the Supreme Court in United 
States v. Supplee-Biddle Hardware Co. ; 
Both the facts and the question in that 
case are so substantially different from 
those before us here that we can not regard 
that decision in point The insurance 
is expressly stated in the policy to be 
against the loss of net profits on business 
prevented. Such profits, had they not been 
lost, unquestionably would have been gross 
income, and there is no reason why an 
amount received in substitution for net 


13New York Times book review, May 4, 
1952, p. 8. 


14 Connally, CCH Dec. 9013, 32 BTA 920 (1935). 
18 Hawkins, CCH Dec. 2390, 6 BTA 1023 (1927). 
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profits should be any more excluded from 
tax than if received directly in the conduct 
of the business.” * 


A corporation was not taxed upon the 
proceeds of disability compensation insur- 
ance upon its president; the company had 
acquired an interest in a combined life, 
health and accident policy. “It is futile 
to argue that a corporation can not suffer 
personal injury or sickness and can be 
compensated’ only for the loss of services 
of its employees. The same argument could 
be made in the case of an individual em- 
ployer. There is no sound reason 
for differentiating here between corpora- 
tions and individuals other than the in- 
sured.” But where a corporation (finance 
company) got possession of a client’s in- 
jury and sickness policy by reason of a 
default, the corporation could not exclude 
the subsequent proceeds. The ‘“compen- 


sation must, under the statute, be received 
for personal injuries or sickness. I cannot 
conceive of this corporate petitioner suf- 
fering either personal injury, within the 
intendment of this statute, or any sick- 


ness at all. A corporation cannot suffer 
sickness. . . .”™ 


Whether as an insurance beneficiary or 
not, there is certainly precedent for con- 
cluding that a corporation has personal 
attributes. Thus, in the Sinking Fund cases, 
it was held that due process of law applies 
to corporations as well as to natural per- 
sons.” “It is not contended that Roscoe 
Conkling was the first to argue that a 
corporation is a person™ [but he] 
did more than any other man to establish 
this doctrine.” ™ A sometime Attorney Gen- 
eral of the United States has declared: 
“One of the essential and central notions 
which give our industrial feudalism logical 
symmetry is the personification of great 
industrial enterprise. The Supreme 
Court of the United States dressed 
huge corporations in the clothes of simple 
farmers and merchants and thus made 
attempts to regulate them appear as attacks 
on liberty and the home. We must 
continue to refer to corporations as indi- 
viduals in public discourse so long as the 
words have emotional relevance.” ™ 


ADVISERS SEE $10 BILLION DEFICIT FOR 1953 


“The fiscal outlook is for an increasing 
deficit during the next 2 or 3 years, unless 
the revenue system is strengthened. In 
the fiscal year just ended, the budget 
deficit was 4 billion dollars, while on the 
cash basis receipts were approximately 
in balance with expenditures. In the 
President’s January Budget Message, the 
deficit for the fiscal year 1953 was esti- 
mated at 14 billion dollars, on the basis 
of proposed expenditure levels and exist- 
ing tax rates. More recent calculations, 
which take into account congressional 
action on the President’s budget requests 
as well as the recent trend of receipts 
and expenditures, indicate a deficit in the 
neighborhood of 10 billion doHars for 
this fiscal year, with substantial deficits 
also in prospect for the fiscal years 1954 
and 1955 under present tax rates. 


16 International Boiler Works Company, CCH 
Dec. 1108, 3 BTA 283 (1926). 

11 Castner Garage, Ltd., CCH Dec. 11,402, 43 
BTA 1 (1940). 

1% Peoples Finance & Thrift Company, CCH 
Dec. 17,036, 12 TC 1052 (1949), aff’d 50-2 ustc 
1 9479, 184 F. (2d) 836 (CA-5). 

% Union Pacific Railroad Company v. U. 8., 
99 U. S. 700 (1879). 

2It has been argued, however, that nations 
are not persons. ‘‘The belief that ‘France’ and 
‘Germany’ are persons, each with a single heart 
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“The future level of expenditures de- 
pends very largely on the size of the 
national security program. . . . 70 cents 
of each dollar spent in the fiscal year 
1952 went for the major national security 
programs. In the President’s Budget for the 
fiscal year 1953, 76 per cent would go for 
national security and supporting programs, 
approximately 12 per cent would go for in- 
terest on the public debt and veterans’ pro- 
grams, and only about 12 per cent would go 
for all other governmental programs put to- 
gether. These other programs have been re- 
duced somewhat since 1950, and are not 
likely to be reduced by enough more to have 
much effect upon the deficit. Such programs, 
besides being needed, have the support of 
public opinion.”—From the Report to 
the President of the Midyear 1952 Eco- 
nomic Review by the Council of Economic. 
Advisers. 





and a single mind, is the romantic exaggeration 
of Nationalism which goes by the name of 
Totalitarianism.’’ Albert Guérard, The France 
of Tomorrow (Cambridge, Harvard University 
Press, 1942), p. xiii. 

21 Donald Barr Chidsey, The Gentleman from 
New York: A Life of Roscoe Conkling (New 
Haven, Yale University Press, 1935), p. 370. 

2 Thurman W. Arnold, The Folklore of Cap- 
italism (New Haven, Yale University Press, 
1937), pp. 185, 190, 205. 
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The Grip-Maker Has a Gripe 


Toil, Taxes and Trouble. Vivien Kellems. 
E. P. Dutton & Company, Inc., 300 Fourth 
Avenue, New York 10, New York. 1952. 
159 pages. $2.50. 


This is the story of the persecution (au- 
thor’s viewpoint) of a Connecticut employer 
for failure to withhold income taxes from 
her employees’ pay; or, from the govern- 
ment’s viewpoint, this is the story of the 
prosecution of an employer for failure to 
withhold income tax. Vivien Kellems is the 
president of a company which manufactures 
a gripping device (invented by her brother) 


for cables that pulls them through conduits ° 


and has many other uses. She has applied 
the same principle of tenacity to her belief 
that the income tax law with its withholding 
provision is unconstitutional. She challenged 
the Secretary of the Treasury—“The only 
difference between John Snyder and Jesse 
James was that Jesse had a gun.”—and the 
Bureau of Internal Revenue to shake her loose 
from her belief in the law’s unconstitutionality. 


Chronologically, here’s what happened. 
in a speech in Los Angeles, Miss Kellems 
announced that she would no longer with- 
hold her employees’ income tax from their 
wages. She kept her promise, she didn’t 
withhold and her employees paid their taxes 
themselves. Shortly thereafter, government 
eagents called, examined her books, went to 
her bank and “got” $1,685.40, to which 
action Vivien exclaimed: “Do you mean to 
tell me that even though the Government 
has got every dollar due it, they can still 
fine me 100 per cent because I didn’t collect 
it?’ Some time later, the government got 
$6,100 and Vivien was presented with her 
opportunity for test suit. “Call me Adrian” 
was the government prosecutor sent from 
Washington to try the case. Vivien lost 
one and won one. 


The issues are summarized in the gov- 
ernment lawyer’s address to the jury: 


“If your Honor please, ladies and gentle- 
men: The sole question and the only one 
which you have for consideration is whether 


Books ... Articles 


‘her action was willful. 


. . Articles 


or not the plaintiffs here, Miss Vivien Kellems 
and David Kellems by their conduct in re- 
fusing to withhold and deduct the income 
tax from wages paid to their employees, 
whether or not that conduct on the evidence 
which you have heard was willful. Miss 
Kellems testified that prior to February 13, 
1948, her company had strictly complied 
with the provisions of the Withholding Tax 
Act and that it had withheld and deducted 
the tax on the wages paid to the employees. 
However, on February 13 she reached the 
conclusion that because of her opinion and 
the opinion of her brother that the With- 
holding Tax Act was un-Constitutional, that 
she would thereafter deliberately and inten- 
tionally refuse to withhold that tax. She 
stated that her opinion as to the unconstitu- 
tionality of that Act was based upon her 
conversations with a college professor, I 
believe, or a newspaper editor, and that 
based upon her discussions with these indi- 
viduals she reached the conclusion that in 
their opinion it was unconstitutional. 


“Why didn’t she go to a lawyer? That 
would be the logical person or place to go 
to determine whether or not a certain statute 
was unconstitutional. If you are sick and 
you need a doctor, whom do you go to? A 
doctor, not to a college professor or a 
newspaper editor. It certainly is strange 
that she did not do that. Yet she said that, 
‘Every time I went to a lawyer I always 
found out too late that I had made a mistake 
or got into trouble.’ 


“T am not going to attempt to tell you or give 
you an [sic] meaning of the word ‘wilful’. 
His Honor will instruct you as to the mean- 
ing of that word as used in the statute and 
whether or not based upon the evidence a 
conclusion should be reached as to whether 
It is the Govern- 
ment’s position, of course, and which prompted 
the action taken by the Commissioner in 
assessing the penalty, that because she had 
deliberately and intentionally violated the 
law that it necessarily followed that her 
action was willful. She could not have 
done anything more to have made it more 
willful from our point of view. The fact 
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that she believed that it was unconstitu- 
tional is not, I believe—and it is the position 
of the Government—that her opinion as to 
the Constitutionality of the Act, is not a 
reasonable ground for giving her the right 
to refuse to take care of her requirements 
under the Withholding Tax Act. Yet with 
a full knowledge that she had violated the 
law and had intentionally and deliberately 
done so, yet, knowing the consequences of 
her act, she continued to do so until just 
recently. 


“Some point was made here as to the 
severity of the penalty. True it is that the 
penalty is an amount equal to the tax, 
namely 100 per cent. Of course, the Com- 
missioner of Internal Revenue did not place 
that penalty in the statute. That was done 
by Congress. Congress specifically pro- 
vided for the assertion of a penalty where 
there was a willful violation. The legisla- 
tive history of the statute—while I don’t 
want to argue the law here—clearly indi- 
cates that one of the reasons for making 
such a severe penalty was to take care of 
the extraordinary expense which the Col- 
lector was put to collect the tax where a 
violation such as this had occurred. 


“His Honor has already indicated his 
position or this Court’s position as to the 
Constitutionality of the Act. And I do not 
believe that you can take into consideration 
the fact as argued by Mr. McGuire that 
there was a violation of the Constitution on 
the basis of involuntary servitude or the 
taking of private property without just com- 
pensation. The statute is presumed to be 
Constitutional and until the Supreme Court 
says otherwise, it is a valid act. 


“I, therefore, leave that for your con- 
sideration, and I know that on the basis of 
the evidence and the instructions which the 
Court will give you, that your verdict in 
favor of the defendant should be rendered.” 


Miss Kellems’ defense is summarized in 
the following remarks by her attorney to 
the jury: 


“Ladies and gentlemen, if I understood 
Mr. Neuland correctly, what .te said was, 
Why did Miss Kellems wait from 1943 to 
1947? 


“Does he blame her for not having taken 
this action in 1943 when there was a war 
on, not recognizing the emergency? Of 
course, wars of that sort make the Constitu- 
tion, as everything else, expendable. That 
is why she waited. She expected it to be 
repealed. She waited two more years and 


it wasn’t. The emergency measure was 
still on the books. Then she acted. 


“He also says, ‘Why not go to a lawyer?’ 


“There is no requirement of law that any- 
body, no matter how rich they are, should 
go to a lawyer. 


“He mentioned also the extra expense 
put upon the Government in collecting the 
tax. There was no extra expense upon 
anybody except Miss Kellems. She and her 
brother took care to see that their employees 
knew what their tax was, each week put it 
aside and each quarter paid it. The Gov- 
ernment was not put to any expense. The 
Government is put to expense in the case 
of the cheat and the fraud and the tax 
evader, but not here. Do we not have here 
a case of the American virtue which has 
been shown by our history from the Declara- 
tion of Independence to the present day? 
What are some of the great American 
virtues that have given this country the 
leadership that it has? They are courage, 
honesty, patriotism and a firm determina- 
tion once your mind is made up. How 
many times has it occurred to almost all of 
us to take some definite and positive action 
when we thought something happening was 
wrong? And what has deterred us? Fear 
of notoriety, fear of expense, fear of blame. 
Those things hold us back. We expect 
those things from some of our contemporaries 
but we do not expect them from our Gov- 
ernment. We do not expect from our 
Government the fear of notoriety, the fear 
of blame, the fear of harassment or the fear 
of expense. , 


“In the name of the Government, the 
Bureau of Internal Revenue has here pre- 
tended to act. It has acted as the judge 
and the jury and the prosecutor in assessing 
this penalty. It had no court order, It 
looked for none. It did not consult with, 
Miss Kellems or her brother. They did not 
want to. They did not inquire into her 
good faith or her honest belief in this. 
They assumed that it was wrong. 


“They assumed incorrectly. Why did 
they not indict her as she asked? They 
didn’t. Probably they didn’t want to take 
the burden of proof of sustaining the Con- 
stitutionality of it. In this way they tried 
to shift the burden of going forward to her, 
without an investigation as to her good 
faith, without looking into the facts. Act- 
ing as judge, jury and prosecutor they 
assessed this penalty. 


“But you also represent the same nation. 
A wrong has been done here. And we look 
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to you to right it. The revenue at all time 
has been protected. All taxes have been 
paid. This method of chastisement is not 
for these people. This method of chatise- 
ment ought to be saved for those cases to 
which it really belongs.” 


The book is written in the political ver- 
nacular, replete with such expletives as 
“High Tax Harry,” “The Sacred Cows of 
the Tax Lords in Washington” and “The 
Government Check-Off.” These find ap- 
proval in the eyes and ears of readers and 
listeners who are anti-Administration, a very 
large audience at the present time. This 
phraseology and Miss Kellems’ formal style 
obscure somewhat the real issues for the 
more technical minded of us, for there are 
some very serious issues glossed over in 
this book. Perhaps Miss Kellems is just a 
trumpeter for that growing parade of prot- 
estants of government policies which have 
dubious popular support and have pushed 
tax rates to all-time highs. 


There are some indications that such a 
parade is forming. In their advertising, ciga- 
rette manufacturers are incorporating figures 
which explain the extraordinarily high tax 
on cigarettes. The reader will remember 
the Marshall, Texas housewives who refused 
to withhold social security taxes from their 
domestics’ pay; they termed this the baby- 
sitters’ tax. There are several organizations 
which print and distribute gummed stickers, 
stressing high taxes, that can be used on 
envelopes and stationery. The Washington 
National Insurance Company recently in- 
cluded in its employees’ pay envelopes simu- 
lated dollar bills which contained the following 
inscription: “This represents a dollar which 
you have earned and which your company 
is required to withhold from your salary to 
pay the federal government for our income 
taxes.” Members of the National Federation 
of Business and Professional Women’s 
Clubs are protesting the inability to deduct, 
when computing their income tax, the amount 
they must pay for their children’s care while 
they are working. 


The author makes numerous analogies to 
other rebellions of the Americans against 
governmental policies and laws of which 
they disapprove. Underneath it all she seems 
to be suggesting that this whole hierarchy 
would collapse if the people would but ex- 
ercise a right inherent in them. In other 
words, the grip-maker’s gripe is something 
like this—when a government becomes de- 
Structive of the ends for which a just gov- 
ernment is established, then the people have 
a right to alter or abolish it. The Declaration 
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of Independence says that the people have 
such a right. Perhaps more of us should 
read this document. Look where it’s taken 
Vivien Kellems. 


A Voice from America 


Capitalism in America. Frederick M. Stern. 
Rinehart & Company, 232 Madison Avenue, 
New York, New York. 1951. 119 pages. $2. 


This is a very interesting little book printed 
in type which is too small, set on lines which 
are too long for pleasant reading. It is a 
collection of letters written by an attorney, 
a displaced person who came to and became 
a citizen of the United States. The letters 
are addressed to a life-long friend of his 
who is a chemist in France. Through the 
chemist’s sister, the lawyer and new United 
States citizen learned of his friend’s predi- 
lection for Communist doctrine and of his 
distrust of American capitalism. 


The object of the letters is to dissuade his 
friend from affiliation with the Communists 
by explaining “that the purpose of a class- 


. less society—the achievement of dignity and 


prosperity for all—cannot be realized with- 
out capitalism. The two are not opposed to 
each other, as ingrained prejudice would 
make us believe; they belong together and 
supplement each other.” 


We recommend the book and its author 
to the Voice of America because he has 
grasped the meaning of America and is quite 
capable of teaching Europeans the error of 
their prejudice. 


Surtax Problems Under Section 102 


Special Surtax on Undistributed Profits Un- 
der Code Section 102. James J. Leahy. Com- 
merce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. Fourth 
edition, 1952. 160 pages. $2. 


Of utmost importance in determining 
the application of Section 102 are the deci- 
sions of the Tax Court and other courts 
because the applicable Code and regulation 
provisions are obviously general in nature. 
This book examines in detail the case au- 
thority on accumulations of surplus. Every 
decision handed down from 1949 to the date 
of publication is analyzed, as well as sig- 
nificant decisions ‘before 1949. Since mere 
statements that large sums may be needed 
or useful in the future are not enough when 
a corporation is defending, the cases com- 
mented upon in this book are presented with 
emphasis on the facts brought out by the 
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evidence, The book will assist management 
and its tax advisors in weighing the impact 
of the Section 102 surtax on corporate fiscal 
policies. 


New Law in Canada 


Canadian Income Tax Act. CCH Cana- 
dian Limited, 1200 Lawrence Avenue W., 
Toronto 10, Ontario, Canada.* Eighteenth 
edition, 1952. 348 pages. $2.50, 


This edition of Canadian Income Tax Act 
consolidates the amendments passed in 1949 
—1952 inclusive. Additional income tax pro- 
visions passed in these years and not con- 
solidated by the amending acts appear 
immediately following the sections of the 
Income Tax Act to which they relate. Other 
unconsolidated amendments which have no 
relation to former provisions will be found 
following the consolidation of the Income 
Tax Act at page 243. Following each sec- 
tion of the consolidated act in this book will 
be found the full text of the analogous pro- 
vision of the Income War Tax Act and the 
full text of the sections as it read prior to 
amendment in the period 1949 to 1952. A 
thorough topical index at the back of the 
book makes all provisions readily available 
by subject and a two-way cross reference 
table provides the analogous provisions of 
either act. 


NYU Tax Conference 


Proceedings of New York University Tenth 
Annual Institute on Federal Taxation. Matthew 
Bender & Company, Inc., Albany 1, New 
York. 1952. 1,400 pages. $23.50. 


The proceedings of NYU’s Decennial In- 
stitute on Federal Taxation are now in 
bound form. The book contains the tax 
lectures delivered by 70 tax men at last 
year’s meeting. 


ARTICLES 


Workings of Cohan . .. A writer who 
is both an attorney and a CPA has examined 
the famous holding in the Cohan case which 
set the precedent for allowing certain busi- 
ness deductions in tax returns where there 
are no or few records to substantiate the 
taxpayer’s claim. His article analyzes the 
Cohan principle from the standpoint of its 
effect on the burden of proof, its legal au- 
thority and its application. He notes that 


* This book may be obtained in the United 
States from Commerce Clearing House, Inc., 214 
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although the Cohan rule is most likely to 
appear in cases involving traveling and en- 
tertainment expenses, many applications 
have been made to other expenses, perhaps 
the most important being the use of that 


rule in determining reasonable amounts of 
salaries. 


After critical appraisal, the author says of 
the rule: “The frequency of its use has at- 
tested to its wisdom and established it as 
‘settled’.” Rheotorically, he queries: “Does 
the frequent use and wide application of the 
Cohan rule, in the last few years, have some 
significance?” In reply, this writer suggests 
that perhaps the frequent citations of Cohan 
merely evidence the fact that there is now 
authority for what before was considered 
merely as common sense and good logic.— 
Gluck, “How Cohan Works: Allowance of 
Business Expense Deductions When No 
Exact Records Are Kept,” Rutgers Law Re- 
view, Winter, 1952. 


Structural Amendments to the Internal 
Revenue Code . . . Amendments embodied 
in the Revenue Act of 1951 primarily em- 
phasized taxpayer relief. In the income 
tax provisions, a few were loophole closers. 


Says the author on the subject of grant- 
ing relief in the face of rate increases: “Even 
though it may first appear psychologically 
awkward to grant relief . it may be 
more logical than it at first seems, since a 
situation insignificant or at least tolerable 
under low tax rates may become extremely 
unjust and intolerable under higher tax 
rates.’—Webster, “Taxpayer Relief—The 
Revenue Act of 1951,” Virginia Law Review, 
December, 1951. 


Down the Road a Piece ... . Tax sav- 
ing may be waiting in application to the 
marital deduction of the new “lapse of 
power” provision in Code Section 811 (f) 
(5). If it is, states a member-of the New 
York bar, “we have the rather unusual situ- 
ation of Congress opening up a way to pass 
on property from one generation to another 
free of gift or estate tax.” On the other 
hand, he cautions, a “certain amount of war- 
iness is justified, for there is something 
curious about the new by-path. . . . After 
all, why limit the exemption only to cases 
where property passes by reason of the 
lapse of a power? Why not grant the 
exemption, for instance, where the widow 
has an annual power to appoint to herself 
or to others in an amount specified, and 
she actually appoints to them?” 


North Michigan Avenue, Chicago 1, Illinois, at 
$2.50 in United States dollars. 
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He suggests that there may be serious 
booby-traps somewhere along the way.— 
Walsh, “Lapsed Powers and Marital De- 
duction: A Path to Tax Saving?” Trusts 
and Estates, January, 1952. 


Moot Question . . . Code Section 811(g) 
is either the master of life insurance or a 
slave to it. A Syracuse University law 
professor states: “If the happy day arrives 
when consistency is to be a touchstone of 
tax law, something should be done to clarify 
the taxation of insurance proceeds. The 
general scheme of Section 811(g) represents 
a sound approach in so far as it taxes in- 
surance payable to the estate, insurance with 
incidents of ownership retained or insurance 
upon which a decedent has paid the premi- 
ums. Proposals such as those that call for 
abandoning the payment-of-premium test 
do not ring true. Suggestions that life in- 
surance proceeds be exempt to the extent 
used to pay estate taxes seem highly dis- 
criminatory. However, the ‘inherently test- 
amentary’ argument for taxing policies 
assigned, wholly or partially gratuitously, 
seems to lack persuasion.”—Murphy, “Life 
Insurance—Slave or Master of Section 811 
(g)?” Tax Law Review, January, 1952. 


Stockholder’s Tax Problems The 
taxation of exchanges or distributions in 
connection with corporate reorganizations 
is the subject of a recent tax article. A 
stockholder involved in transactions of this 


nature faces one or a combination of these 
possibilities: 


(1) There may be no immediate effect 
upon his tax liability. 


(2) Some or all of what the taxpayer re- 
ceives in the transaction may be taxed as 
capital gain. 


(3) Some or all of what he receives may 
be taxed as an ordinary dividend. 


This writer closely examines four classes 


of exchange. They embrace (1) the fully 
qualifying exchange, (2) the exchange that 
does not qualify, (3) the exchange with 
“boot” and (4) the upstream exchange.— 
Emery, “Taxing Distributions Pursuant to 
Corporate Reorganizations,” Michigan Law 
Review, February, 1952. 


When the Owner Dies “IT feel 
strongly that the best available answer to 
the double squeeze in estate and income tax 
for many closely held small companies is a 
properly drafted buy-and-sell agreement 
funded by life insurance. The agreement 
should fix and minimize the tax liability 
which has to be met and the insurance 
should provide the funds to meet the lia- 


Books . . . Articles 


bility and create a market and underpin the 
real value of the business equity.” 


A recent article in a professional journal 
elaborates on this statement and tells how 
to build sufficient capital to protect a close 
corporation in the event of the death of the 
owner. Especially, says the author, “the 
practicing accountant and the corporate 
fiscal officer, treasurer or controller have a 
strategic position and a special duty in pro- 
tecting the family business from . haz- 
ards of death and taxes.”—Casey, ‘ ‘How to 
Keep a Close Corporation Alive and Not 
Ruin the Estate, When the Owner Dies,” 
Journal of Accountancy, April, 1952. 


The Planned Estate . . . A St. Louis 
attorney outlines procedure for planning an 
estate which goes further than mere execu- 
tion of a will, adoption of some tax-saving 
idea and arrangement of settlement options 
in life insurance. He reminds that tax 
saving, while an extremely pleasant thing, 
is not paramount, and that tax planning is 
only a part of the over-all job of estate 
planning. He sets forth a number of prin- 
ciples which, if violated, in his opinion call 


- for the rejection of tax planning. 


Presenting his procedure, this writer off- 
ers to practicing attorneys suggestions for 
carrying it through. Topics which he dis- 
cusses include wills, trusts, gifts, nature of 
donor’s assets, consideration of the donee’s 
and donor’s circumstance, disposition of 
family residence, stockholdings in closed 
corporations and the marital deduction. — 
Pollock, “Considerations in Estate Planning 
and Will Drafting,” Tennessee Law Review, 
December, 1951. 


Police Section in the Internal Revenue 
Code . . . Although a shadow has been 
cast over Code Section 115 (g) by three 
separate revisitations from Congress, the 
underlying policy of the section is strong. 
The present system requires that the share- 
holder of a going concern pay the graduated 
ordinary income rates on dividend distribu- 
tions of corporate earnings and profits; and 
that the shareholder is taxed on his dividend 
distributions, and Section 115 (g) is the 
only guarantee that all shareholders will be 
taxed alike on distributions of earnings— 


however, they may be labeled. 


A Northwestern University professor con- 
cludes that while that section and Section 112 
(c) (2) remain in the Code, the police function 
is very much alive.—Pedrick, “Some Latter 
Day Developments in the Taxation of Liqui- 
dating Distributions: Is the Cop Still on 
the Beat?” Michigan Law Review, Febru- 
ary, 1952. 
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Canatian Tax Letter 


Income and Excise Tax Amendments 


Income and excise tax amendments 
have received Royal Assent. 


Bill 205, containing amendments to the 
Income Tax Act, received Royal Assent on 
June 18. No amendments to the bill after 
the first reading were made by the Senate. 
The House of Commons made subsections 
2 and 3 of Section 8 of the bill applicable 
to the 1950 and subsequent taxation years. 
The more important provisions of this bill 
were noted in the July issue of TAxXEs. 


Bill 206, which also received Royal As- 
sent on June 18, effected amendments in the 
Excise Tax Act. The major changes made 
by this bill are as follows: 


(1) The tax on furs is reduced from 25 
to 15 per cent. 


(2) The excise tax on items in Schedule 
1 is reduced from 25 to 15 per cent, and the 
excise tax on stoves, washing machines, 
refrigerators and freezing equipment is re- 
pealed. 


(3) The excise tax on soft drinks is re- 
duced from 30 to 15 per cent. 


(4) The excise tax on carbonic acid gas 
is reduced from 50 to 25 cents per pound. 


(5) The excise tax on manufactured to- 
bacco is changed from five cents per ounce 
or fraction thereof to 80 cents per pound. 


(6) The excise tax on Canadian raw leaf 
tobacco is changed to eight cents per pound. 


(7) The apparatus for receiving radio 
broadcasts ‘and music, distinct from radio 
sets, and tires for self-propelled machines 
are made subject to the 15 per cent excise 
tax. 


(8) Mixtures or products advertised or 
sold for making soft drinks, whether in 
liquid, concentrated or dry form, except 
where the mixtures or products are adver- 
tised or sold for making soft-drink bever- 
ages for sale, are made subject to the 15 
per cent excise tax, 


Bill 207, assented to June 18, 1952, fur- 
ther amended the Excise Tax Act by pro- 
viding that: 
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(1) Excise duties, on spirits used to 
fortify wine, and on spirits used directly in 
the manufacture of toilet preparations or 
cosmetics on which excise tax is applicable 
under Schedule I of the Excise Tax Act, 
are repealed. 


(2) Excise duties on malt liquor or beer 
when brewed from any substance other than 
malt, are reduced from 45 cents to 42 cents 
per imperial gallon. 


Depreciation 


The depreciation allowed by the Minis- 
ter will be upheld if he has not been 
guided by erroneous principles and 
considerations. 


The taxpayer was the copurchaser of a 
hotel, together with the business, contents, 
good will and licenses under which the busi- 
ness was operated. The taxpayer claimed 
depreciation on the building and on the 
furnishings and equipment but omitted to 
claim any depreciation on the land. The 
Minister based the depreciation on figures 
lower than the ones used by the taxpayer. 
The taxpayer alleged that the Minister 
erred in valuing the building and contents 
as he did. 


The Board upheld the Minister. No rea- 
son was cited by the taxpayer for giving 
no value to good will or the license and for 
his value of the land. Furthermore, there 
was nothing to show that the Minister in 
exercising his discretion was guided by 
erroneous principles and considerations.— 
Shadney v. Minister of National Revenue, 52 
DTC 238. 


Regulations Amendments 


Income tax regulations dealing with de- 
pendents, capital cost allowances and 


information 
amended. 


Orders in Council P. C. 2313 and 2702 
effected amendments in the income tax 
regulations relating to dependents, capital 
cost allowances and information returns. 


returns have been 
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The income limitation of a person quali- 
fying as a dependent is increased from $500 
to $600 for 1952 and subsequent taxation 
years. 


Mechanical equipment acquired for log- 
ging operations and access roads and trails 
for the protection of standing timber against 
fire, disease and insects have been added to 
Depreciation Class 10 and are entitled to a 
capital cost allowance of 30 per cent for 
1950 and subsequent taxation years. 


Mine shafts and similar underground 
works sunk, constructed or extended after 
the mine came into production are now in 
Class 12 and are subject to a 100 per cent 
allowance for 1950 and subsequent taxation 
years. 


The date for filing returns required of 
nominees, agents or custodians who derive 
income from the United States on behalf of 
a nonresident of Canada has been changed 


to March 15. Formerly the returns were due 
June 15. 


Interest 


Bonuses paid to secure mortgage loans 
are not interest, thus are not deductible. 


The taxpayer, a builder of houses, claimed 
a deduction for bonuses paid to obtain mort- 
gage loans. The mortgages bore a low rate 
of interest, but when the term of the 
mortgage and the bonuses, which were fixed 
amounts, were taken into consideration, the 
taxpayer was paying interest, if it could be 
considered interest, at the rate of approxi- 
mately 22 per cent. The Minister claimed 
that the bonuses were not interest on money 
borrowed to earn income but were outlays 
on account of capital and hence no deduc- 
tion could be allowed under the act. The 
taxpayer submitted that the bonuses were 
expenditures which he had to make in order 
to earn income since he was unable to ob- 
tain money under more advantageous cir- 
cumstances and since, by having funds on 
hand, he was able to purchase building ma- 
terials for cash at a considerable discount. 


The Board held the Minister to be correct. 
It said that the bonuses could not be inter- 
est payments since they were fixed amounts 
repayable irrespective of the period during 
which the moneys were kept. In addition, 
there was nothing to indicate that the de- 
duction for interest should be increased, 
even though the interest rate for the type 
of loan in question seemed low. The bonuses 
were payments on account of capital._— 


Canadian Tax Letter 


Lailey v. Minister of National Revenue, CCH 
CANADIAN Tax Reports { 86-588. 


Traveling Expenses 


The traveling expenses of a week-end 
commuter are not deductible. 


The taxpayer accepted employment in a 
town different from his place of residence. 
He paid room and board in the town where 
he worked and spent the week ends at his 
home. The company paid the taxpayer his 
living expenses in the town of employment 
for part of a year. The taxpayer claimed his 
traveling expenses for the remainder of the 
year as a deduction from his income for tax 
purposes. This deduction was disallowed on 
the ground that the expenses involved were 
personal expenses. 


The Board confirmed the disallowance of 
the deduction, holding that the expenses 
incurred were not traveling expenses in- 
curred in conjunction with his employment 
but were incurred by reason of the tax- 
payer’s failure to obtain suitable living 
accommodations for his family nearer to his 
place of employment. Therefore, they were 
personal and living expenses rather than 
traveling expenses and, as such, were not 
deductible—Hume v. Minister of National 
Revenue, 52 DTC 242. 


Averaging of Farm Income 


lf farm income is to be averaged, re- 
turns must be filed on time. 


The taxpayer, a farmer, elected in 1950 
to average his income for the years 1946 
to 1949, inclusive, to determine the tax 
payable by him for 1949. Returns for 1946, 
1947 and 1948 were not filed until 1949, 
and the Minister therefore assessed the tax- 
payer in 1949 as though his income had not 
been averaged. The Minister submitted 
that a farmer is permitted: to average his 
income only if returns for the preceding 
years are filed on time. 


The Board refused to permit the averag- 
ing of the income on the ground that while 
the Income Tax Act provides that ordinarily 
a taxpayer is not required to file a return 
if no tax is payable by him, it would be 
an anomaly if the time factor in regard to 
the filing of returns for preceding years 
could be ignored when a farmer elects to 
average his income—the income could not 
be averaged properly. It added that it is 
well settled in law that in income tax 
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matters where any relief from normal rates 
of tax is permitted, the statutory conditions 
qualifying the taxpayer for such relief must 
be complied with in all particulars.—Carin 
v. Minister of National Revenue, CCH Cana- 
DIAN TAX Reports { 86-580. 


Notice of Objection 
to Tax Assessment 


The taxpayer's failure to file a notice of 
objection to his tax assessment with the 
Minister precludes his later appeal to 
the Board. 


The taxpayer failed to serve on the Min- 
ister, prior to the filing of appeals, a notice 
of objection to his tax assessments within 
60 days of the mailing of the Minister’s 
notice of assessment. At the hearing, the 
Minister moved for a dismissal of the 
appeals on the ground that since the tax- 
payer failed to comply with the provision 
setting a time limit for service of notice 
of objection, the Board had no jurisdiction 
to hear the appeals. 


As urged by the Minister, the Board 
dismissed the appeals. It said that the 
60-day period within which notice of objec- 
tion must be served is mandatory and that 
it has no power to extend it. A taxpayer’s 
right to appeal is contingent on his serv- 
ing notice of objection on time, and, as this 
was not done, no appeal can be taken to 
the Board.—Paradis v. Minister of National 
Revenue, CCH CanapiAN Tax REPORTS 
1 86-566. 


Tax Returns Confidential 


Income tax returns filed pursuant to law 
are not subject to discovery nor can the 
government be forced to produce them. 


Defendant filed a motion requiring plain- 
tiff, among other things, to reattend an 
examination for discovery and to answer 
questions as to whether he had filed an 
income tax return for 1950 and preceding 
years. If answered in the affirmative, plain- 
tiff was to produce the books and records 
and copies of income tax returns. 


The court held that the returns filed pur- 
suant to law are privileged and that any 
copies thereof in the possession of the plain- 
tiff are entitled to the same protection. Ac- 
cordingly, there would be no reason to 
require the plaintiff to reattend for the 
purpose of stating whether he did or did 
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not file income tax returns for any year, or 
to answer questions arising from such an- 
swer.—Morrow v. Kime, 52 DTC 1127. 


At the same time, a case arose in which 
a litigant served a subpoena on one Stephen 
Garland, the head of the Income Tax Divi- 
sion at Sudbury in order to force Garland 
to produce certain tax returns. In setting 
aside the subpoena, the court noted that 
the objection of the Minister of National 
Revenue to the production of these documents 
on grounds of public’ policy was con- 
clusive. “The plaintiff cannot compel pro- 
duction of his own income tax returns or 
those of the members of his family, namely, 
his father, mother, brother, and sister.”— 
Clemens v. Clemens Estate, et al., 52 DTC 
1128. 


Excise Tax on Secondhand Goods 


In the absence of proof that an excise 
tax has already been paid, a sales tax 
must be paid on secondhand goods. 


The defendants carried on the business 
of importing, buying, selling and distribut- 
ing new and used machinery. The plaintiff 
claimed moneys for sales tax on certain 
sales made by defendants in 1947 and 1948. 
It was agreed by counsel for both parties 
that the goods covered by the tax were 
secondhand goods and no return relative to 
these goods had been made by defendants 
as holders of a license as licensed whole- 
salers, and that the defendants had pro- 
duced no books or records indicating that 
the sales tax had been paid on the goods 
in question, except for two items. 


The plaintiff was entitled to judgment, 
subject to any necessary adjustment as re- 
sult of admissions with reference to the two 
items on which sales tax had been paid. 
The Excise Tax Act, Section 86 (a), (b) 
and (c) was clear and unambiguous, and 
meant exactly what it said, namely, that a 
sales tax should be imposed on all goods 
(a) produced or manufactured in Canada, 
(b) imported into Canada or (c) sold by 
a licensed wholesaler. No presumption ex- 
isted in the Excise Tax Act that the sales 
tax had been paid on secondhand goods. 
The hardship or unfairness that may result 
in the imposition of the sales tax a second 
time was a matter for Parliament and not 
for the court. If the person sought to be 
taxed comes within the letter of the law 
he must be taxed, however great the hard- 
ship may appear to be to the judicial mind. 
—Her Majesty v. Leventhal et al., 52 DTC 
1145. 
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Acq. and Non-aca. 


“Intuitive’’ Decisions Denounced 
Sir: 


A deep-rooted antipathy toward those 
who “reach the truth by an unanalyzed and 
intuitive conclusion” in interpreting statutes 
or other compositions moves me to dissent 
from certain conclusions in Leo A. Diamond’s 
article on Judge Learned Hand in the June 
issue. 


Even moral truths, as distinguished from 
“true” legal interpretations, are reached by 
analyses having foundations firmer than 
mere intuition. “Intuitive” decisions are 
shams to submerge the truth in a camou- 
flage of double-talk. 


If the “ancient rule” that a taxing statute 
is to be construed most strictly against the 
sovereign (meaning the government, rather 
than the people) were uniformly adhered 
to by the courts today, our revenue statutes 
would be written with clarity. They would 
not be, as even Judge Hand despaired, 
“monsters” “couched in abstract terms that 
offer no handle to seize hold of,” “fantastic 
labyrinths.” 


Constitutional safeguards of freedom from 
oppressive government become empty phrases 
if enforced by courts only when administra- 
tive disregard is “extreme or glaring.” 


Those who are quick to save a statute “by 
friendly interpretation” requiring “judicial 
schizophrenia” are wittingly or unwittingly 
aiding and abetting that which we are 
presently witnessing—the downfall of gov- 
ernment by law. The resulting confusion 
and the national psychotic despair which ac- 
companies confusion lead only to govern- 
ment by men and administrative tyranny. 


The recent awakening, and realization 
that many theories espoused by the once- 
honored Justice Holmes are fallacious, will 
some day be duplicated with regard to 
politico-legal theories today labelled by 


Acq. and Non-acq. 


some writers as “wise,” “courageous,” “in- 
telligent” and (mockingly) “democratic.” 


RicHarp F. HAHN 
CHICAGO 


Is the Switlik Case Wrong? 
Sir: 


Mr. Mandell’s flat statement, in “Not a 
Gain Again, Again and Again” at page 443 


of the June Taxes, that : 


“As a matter of tax justice, the subsequent 
gain or loss [arising from an adjustment of 
a prior capital transaction] should have the 
Same tax status as the original transaction 
from which it resulted” is followed by an 
opinion that the Swithk case is wrong. 
(Italics supplied.) 


If it is justice that Mr. Mandell wants, 
why has he failed to propose that the tax- 
payer be permitted to carry net capital 
losses back as well as forward? What about 
the taxpayer who would realize a capital 
loss in the later year and have no other 
capital gains in that year or the years 
which follow? 


If his reason for failing to propose it is 
that the concept of annual accounting is 
more important than the correction of prior 
years by facts not then ascertainable, then 
he has unconsciously approved of Switlik, 
rather than disapproved of it. 


A whole line of cases was developing as 
exceptions to the annual accounting period 
as required by North American Oil Consoli- 
dated, 3 ustc $943 (Freuler v. Helvering, 4 
ustc 71213 (S. Ct, 1934); Knight News- 
papers, Inc., 44-2 ustc J 9417 (CCA-6, 1944); 
Wells v. U. S., 46-1 ustc $9199 (Ct. Cls., 
1946) ; Gargaro, 47-2 ustc 99377 (Ct. Cls., 
1947); Clark, CCH Dec. 16,639, 11 TC 672). 
North American has come back strongly at 
the Supreme Court level, but too much of 
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a moral case has been built up against it for 
it to last forever. We went through a period 
of no carrybacks or carryforwards, but it is 
not likely that taxpayers will stand for that 
again. 


I will not presume to suggest why we are 
in the present morass because Mr. Mandell 
knows as well as I. His analysis is inter- 
esting reading, but he did not suggest a 
solution which would promote tax justice. 


HaroLp A. KUHN 
SAN FRANCISCO 


War Loss on Nonbusiness Property 
Sir: 


Jay O. Kramer in his article, “War 
Losses, Their Continuing Effect Under Sec- 
tion 127” (May, 1952 issue), states as 
follows: 


“It is not completely clear, even at this 
late date, whether individual taxpayers 
claiming a war loss of nonbusiness property 
will be limited to the lower of cost or fair 
market value.” 


I believe that this point was cleared up 


in the Jones case (52-1 ustc 9164 (DC 
Calif., October 10, 1951)). 


Tuomas G. Cross 


San Dieco, CALIFORNIA 


The Jones case, indeed, does answer the 
question as is pointed out. Unfortunately, 
at the time this lecture was delivered in 
November, 1951, the opinion was not available. 

I have rechecked the question with the 
division counsel’s office here in New York. 
They are still trying to apply the Owens 
and Obici rule in the two losses of non- 
business property. They are awaiting a 
definitive decision from the Tax Court on 
the point. 


Jay O. KRAMER 
New York City 


Mutual Savings Banks Taxation 
Sr: 


At page 438 of the June issue of Taxes 
(“Federal Income Taxation of Mutual Sav- 
ings Banks” by Seldon R. Bard), in foot- 
note 24, it is stated that Massachusetts and 
New Hampshire impose income taxes, or 
taxes measured by income on mutual sav- 
ings banks. I am very sure that this is not 
true in Massachusetts, and I do not believe 
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it is true in New Hampshire, since com- 
mercial banks are not taxed on income. 


Wiru1am W. JoHNsSTON 


SPRINGFIELD, MASSACHUSETTS 


Mr. Johnston’s conclusion that the states 
of Massachusetts and New Hampshire do 
not impose taxes measured by income on 
mutual savings banks is quite correct; how- 
ever, they do impose franchise taxes meas- 
ured by deposits on these banks (Massachu- 
setts General Laws (Tercentiary Edition) 
Chapter 63, Section 11; New Hampshire Laws 
(1942) Title IX, Chapter 85, Section 9). 


In my article on mutual savings banks in 
the June issue of Taxes, I stated that “sev- 
eral of the American states . . . impose a 
franchise or income tax on mutual savings 
banks ....” I did not intend to imply 
thereby that the franchise tax in all cases is 
measured by income, although, parenthet- 
ically, this is true in the State of New York, 
for example (Tax Law, Article 9-B). 


SELDoN R. Barp 
New York City 


Error in Arithmetic 
Sr: 


I read with interest the article entitled 
“The Arithmetic of Tax Amortization,” by 
S. Sterling McMillan, in the “Tax-Wise” 
section on page 493 of the June issue of your 
magazine. 


There appears to be a serious error in the 
comparative tabulation of tax amortization 
versus normal depreciation for each year of 
the five-year emergency period. The tax- 
payer is entitled not only to a deduction for 
tax amortization of $150,000 on the 60 per 
cent certified portion of the total cost but 
also to an additional $20,000 normal depre- 
ciation on the 40 per cent uncertified portion 
of the total cost. This additional annual de- 
duction of $20,000 during the five-year emer- 
gency period changes most of the figures in 
the rest of the article. 


Apparently it was assumed that the plant 
would have no residual value, which is a bit 
unusual but does not affect the point Pro- 
fessor McMillan was making. However, 
the professor will undoubtedly encounter 
some different opinions on the assumption 
that the 60 per cent emergency period tax 
rate will drop to 40 per cent at the end of 
the five years. 


M. L. RINEHART 
New York City 
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Tax=-Wise 


Twenty-five Years Ago 


A proposed reduction of $300 million in 
income taxes was reported in the issue of 
Taxes for August, 1927. Larger reductions 
were considered to be unsafe because of the 
$20 million deficiency bill hang-over from 
the last Congress, the urgent demand for 
appropriations for flood control (like the 
poor, flood control is apparently always 
with us) and consideration of the fact that 
some of the items which entered into the 
existing surplus would not be available in 
1928 and following years. 


Senator Reed Smoot, chairman of the 
Senate Finance Committee, offered the fol- 
lowing proposals: (1) reduction of the tax 
rate on corporation income to 12 per cent; 
(2) reduction of the tax on passenger auto- 
mobiles from 3 per cent to 1% per cent; 
(3) elimination of the excise tax on admis- 
sions and club dues; and (4) a graduated 
scale of surtax reductions on incomes be- 
tween $15,000 and $60,000. 


Meetings of Tax Men 


Mississippi Southern College.—The Third 
Annual Lawyers’ and Certified Public Ac- 
countants’ Tax Institute of Mississippi’ will 
be held on the campus of Mississippi South- 
ern College, Hattiesburg, Mississippi, Sep- 
tember 18-19. Outstanding authorities in 
the tax field will speak on selected subjects 
under the general headings of Tax Practice 
and Procedure, Problems Arising in a Gen- 
eral Practice and Recent Developments in 
Taxation. 


National Society of Public Accountants.— 
The Seventh Annual Convention of the Na- 
tional Society of Public Accountants will be 
held August 26-29 at the Morrison Hotel, 
Chicago, Illinois. A tax forum will high- 
light the program. 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 


National Tax Association. — Property 
taxes and Canadian-American tax compari- 
sons will be the center of attention at the 
Forty-fifth Annual Tax Conference spon- 
sored by the National Tax Association in 
Toronto, September 9-12. A _ preliminary 
announcement promises one of the associa- 
tion’s most ambitious programs of recent 
years, with several general sessions, four 
luncheon sessions, nearly a dozen round 
tables, and the annual banquet. 


Renewed interest in property taxation is 
evidenced by several round tables dealing 
with improvements in administrative or- 
ganization and procedure, assessment of 
railroads and public utilities, the taxation of 
mineral resources, and other property tax 
problems. Not since the early thirties has 
so much emphasis been placed at the con- 
ference on this form of taxation. 


Meeting in Canada for the first time in 
twenty-five years and for the second time 
since it was inaugurated in 1907, the con- 
ference will take a close look at the tax 
institutions of our northern neighbor. It 
will open with a session on the Canadian 
Tax Structure and the Economy. Various 
aspects of Canadian finance, including the 
organization of federal administrative agen- 
cies, the Canadian tax reduction program, 
federal consumption taxes, and dominion- 
provincial relations, will be examined at 
subsequent sessions. Since the bulk of the 
attendance will come from the United 
States, emphasis will be placed on the les- 
sons to be learned from Canada’s enviable 
record of recent years. 


Other featured items on the program are 
sessions on Fiscal Policy in a Cold-War 
Period, the Impact of the National De- 
fense Program on State and Local Finance, 
and another round in the hotly controverted 
question, Who Pays the Taxes? 


Among the luncheon speakers will be the 
Honorable Leslie M. Frost, Prime Minister 
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of Ontario; Alfred G. Buehler, President of 
the National Tax Association and Profes- 
sor of Public Finance at the University of 
Pennsylvania; and the Honorable J. J. Mc- 
Cann, Canadian Minister of National Reve- 
nue. Chief Justice J. L. Ilsley of the Supreme 
Court of Nova Scotia, brilliant wartime 
Minister of Finance, is to address the ban- 
quet session. 


New York University Institute on Fed- 
eral Taxation.—Henry Sellin, executive sec- 
retary, is planning a bigger and better 
Eleventh Annual Institute on Federal Tax- 
ation of New York University, which will 
be held November 6-15 at the Hotel Barbi- 
zon-Plaza, New York City. The registra- 


tion fee, including the dinner-discussion, is 
$121. 


Tax Executives Institute, Inc.—Included 
among the more than 17 subjects to be 
discussed at the Seventh Annual Confer- 
ence of the Tax Executives Institute, Inc., 
are the following: Proper Handling and 
Substantiation of Traveling, Entertainment, 
and Other Expenses Relative to Production 
of Income; Tax Department Administra- 
tion; and Development of the Tax Execu- 
tive. The conference will be held September 
28 through October 1 at White -Sulphur 
Springs, West Virginia. 

University of Denver Tax Institute.—The 
second University of Denver Tax Institute 
will be held August 21-22 at the College of 
Business Administration. The meeting is 
sponsored jointly by the university and the 
Colorado Society of Certified Public Ac- 
countants. Inquiries should be addressed 
to the institute at 1445 Cleveland Place, 
Denver, Colorado. 


University of Mississippi—A Tax Pro- 
gram for Practicing Lawyers will be pre- 
sented August 11-22 at the University of 
Mississippi. The meetings will be in charge 





Right—Alfred G. Buehler, 
President of the National Tax 
Association and Professor of 
Public Finance at the Uni- 
versity of Pennsylvania. Left 
—H. Clyde Reeves, Commis- 
sioner of Revenue, Common- 
wealth of Kentucky, Vice 
President of the Association. 


of Professor William J. Bowe of Vanderbilt 
University and Associate Professor Harold 
G. Wren of the University of Mississippi. 
Rooms and meals will be available on the 
campus. Registrations and a tuition fee of 
$50 should be mailed before August 1 to 
John Reed Holley, Coordinator of Confer- 
ence, Department of Extension, University 
of Mississippi, University, Mississippi. 


States Generate Energy 
to Blast Roane-Anderson 


Many states are threatened by the loss of 
millions of dollars of expected tax revenues 
as a result of the Supreme Court’s “atomic 
activities” decision in Carson v. Roane- 
Anderson Company and Carson v. Carbide and 
Carbon Corporation, 2 stc J 200-045 (1952). 
It was held that an independent contractor 
working for the United States Atomic 
Energy Commission was not subject to 
state or local taxes. State officials are de- 
manding action in Congress to alter the 
result produced by the Supreme Court's 
command. 


Tax officials from California, Colorado, 
North Carolina, Maryland and Tennessee 
rushed to Washington when the far-reaching 
effects of the decisions were realized, to 
seek Congressional action to change the 
wording of the Atomic Energy Act so that 
independent contractors working for the 
Atomic Energy Commission would be sub- 
ject to state and local taxes. The Governors 
of Illinois and Nevada protested to Con- 
gress by mail. In March, the Senate and 
Assembly of the California Legislature 
memorialized Congress to change the result 
of the Roane-Anderson decision. At the 
same time California’s Senator Knowland 
introduced a bill in the Senate designed to 
effectuate the result his state desired 
(S. 3040). 
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Briefly stated, the Supreme Court con- 
cluded in Roane-Anderson that the word 
“activities” in Section 9 (b) of the Atomic 
Energy Act of 1946 was to be construed 
broadly to cover independent contractors 
doing work for the Atomic Energy Com- 
mission, and, since that section expressly 
provides for exemptions from states taxes, 
the sale and use taxes of the State of 
Tennessee could not be applied to these 
contractors. The issue of constitutional 
power was expressly set aside, the Court 
merely holding that Congress intended to 
extend tax immunity to contractors dealing 
with the Atomic Energy Commission. Jus- 
tice Douglas, writing the opinion for an 
unanimous court, reviewed the legislative 
history of the Atomic Energy Act. He 
noted that the Senate had approved the 
Atomic Energy Act of 1946, but only after 
provision was made which adopted as a 
national policy the use “of management 
contracts for the operation of Government- 
owned plants so as to gain the full ad- 
vantage of the skilll and experience of 
American industry.” Thus while the act 


originally provided that the commission 


produce fissionable material in its own 
plants by its own employees, the new pro- 
viso authorized the commission to use 
private contractors to manage its affairs. 
In other words, the commission could carry 
on its activities directly or through the em- 
ployment of private enterprise. Justice 
Douglas then looked at the context in which 
the word “activities” was used in other sec- 
tions of the Atomic Energy Act and stated: 
“The meaning of ‘activities’ as applied either 
to an individual or to a governmental 
agency may be broad enough to include 
what is done through independent con- 
tractors as well as through agents. Cer- 
tainly where the pattern of conduct visualized 
by the Act is the use of independent con- 
tractors or agents from the field of private 
enterprise, the inference is strong that ‘ac- 
tivities’ means all authorized methods of 
performing the governmental function. We 
find no contrary evidence from legislative 
history.” 


On April 24, 1952, the state taxing au- 
thorities were given a chance to present 
their case before the Joint Committee on 
Atomic Energy in Washington, D. C. They 
testified that since 1937 and the Supreme 
Court decisions in James v. Dravo Contracting 
Company, 302 U. S. 134, and Alabama v. 
King and Boozer, 314 U. S. 1, the law had 
been that private independent contractors 
with the federal government enjoy no privi- 


Tax-Wise 


leged status for state and local tax liability. 
The Solicitor General of the United States 
had intervened in those cases to argue the 
validity of the state tax, even though its 
effect would be to increase the cost of work 
to the United States. The same rule was 
continued through World War II for it was 
the federal policy not to allow contractors 
dealing with the federal government to 
share its immunity from state taxes. All 
legislative attempts to change this result 
had been defeated in Congress. The state 
spokesmen pointed out that the word “ac- 
tivities” had been inserted into the Atomic 
Energy Act without mention or debate. 
There was “no indication in any way, by 
comment, explanation, or otherwise to show 
that Congress had any idea of making a 
fundamental and far-reaching change in the 
immunity status of the Atomic Energy 
Commission and its contractors.” 


Justice Douglas’ apparent belief, that since 
the Atomic Energy Commission originally 
was to perform all its function through its 
own organization and employees (whence it 
would enjoy a complete immunity from 
state and local taxes) the same benefits 
should accrue to the contractors who were, 
by the Senate amendment, to be used by the 
commission for the same purpose, was 
sharply attacked by the state officials. They 
charged that Justice Douglas forgot that 
many federal agencies have the choice of 
performing functions directly through their 
own administrative organizations and em- 
ployees or of hiring a private independent 
contractor to do so. Yet this fact had not 
stopped the Supreme Court, in its later 
cases, to rule that, while a state cannot tax 
an agent of the government, it may so 
assess taxes in the case of independent con- 
tractors. They urged that nothing in the 
language of the Atomic Energy Act or in 
the legislative history of the act suggested 
that Congress meant to provide a different 
rule to contractors performing work for the 
Atomic Energy Commission. In concluding, 
the state authorities stated that either all 
contractors working for any agency of the 
government should be granted total im- 
munity or all should operate on the basis 
which, up to the Roane-Anderson decision, 


- obtained throughout the United States. 


The Joint Committee on Atomic Energy 
seemed alarmed: over the repercussions of 
the Roane-Anderson decision. At the time the 
Roane-Anderson decision was handed down 
by the Supreme Court, over five and one-half 
million dollars were already in dispute. Six 
states estimated that they would be de- 
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prived of a total of over five million dollars 
annually. Furthermore, did the Supreme 
Court opinion also apply to state property 
taxes, or to state unemployment and social 
security taxes? If so, what of refund claims 
now pending by some contractors against 
the states? For example, General Electric 
had instituted a suit for approximately one 
and one-quarter million dollars based on the 
decision in Roane-Anderson. 


Senator Knowland’s bill, which would 
have subjected independent contractors work- 
ing for the commission to state taxes, 
reached the Senate floor on May 16, 1952. 
Since it sought to amend the Atomic En- 
ergy Act of 1946, the bill was re-referred to 
the Joint Committee on Atomic Energy. 
It had been referred to the Finance Com- 
mittee, which was now reporting the bill to 
the floor. After its re-referral, the bill did 
not again reach the floor of Congress. Ac- 
cordingly, the result of the Roane-Anderson 
decision still controls today. That this may 
have sharp effect in depriving states and 
counties of normal revenues is indicated by 
a recent ruling of the Attorney General of 
New Mexico that not even a county liquor 
license tax upon a contractor operating a 
bar at the Los Alamos Atomic Energy 
Project is valid under the Roane-Anderson 
decision. 


State Taxes of $59.38 Per Capita 
Bring Nearly $9 Billion in 1951 


Chipping in at the per capita rate of 
$59.39, exclusive of payments to unemploy- 
ment and other insurance funds, taxpayers 
contributed $8,934,449,000 to state govern- 
ments in 1951. Because of rounded figures, 
this is shown on our cover as $8,935 million. 


Sales and gross receipts taxes were by 
far the most important revenue producer 
for the states. Including the motor fuel, 
alcohol and tobacco taxes, this division was 
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responsible for $5,270 million, or almost 59 
per cent of all taxes. Individual income 
and corporate net income taxes accounted 
for $1,492 million, license taxes contributed 
$1,359 million, and a miscellaneous group- 
ing, including property, death and gift and 
severance taxes, added $814 million. 

With costs rising in government as in 
everything else, the states have been com- 
pelled to dip deeper into the taxpayers’ 
pockets each succeeding year. 

In 1942, tax collections, exclusive of the 
insurance trust revenues, amounted to only 
$3,903 million. In spite of the fact that 
actual tax collections in 1951 were 229 per 
cent of the amount nine years before, the 
per capita rate increase was only 200 per 
cent due to the broadening of the base 
through an increase in population. 


An interesting sidelight in comparing the 
tax revenues of the two years, 1942 and 1951, 
is the shift in the importance of the license 
taxes and the income taxes as producers of 
revenue. In 1942, license taxes were the 
second most important source of state tax 
revenue, bringing in 17.8 per cent of the 
total; income taxes produced only 13.2 per 
cent. By 1951, however, income taxes had 
gained the secondary spot, being respon- 
sible for 16.7 per cent of the states’ tax 
revenue; license taxes dropped in importance 
to 15.2 per cent of the total, During this 
time, there was no change in the number of 
states levying an income tax. In both years, 
the same 35 states levied either an individual 
or a corporate income tax, or both. 


Taxes, of course, do not represent the 
only income of the states. Payments from 
the federal and local governments; uni- 
versity fees; highway, health and hospital 
charges; earnings on property and invest- 
ments; revenue from state-operated liquor 
stores; revenues from the various insurance 
trusts; and income from other sources sup- 
plied $6,640 million of the states’ total 1951 
revenue of $15,574 million. 





Per Cent 
of Total 


1951 
(in Millions) 


Per Cent 
of Total 





100.0 $8,935 100.0 
56.9 5,270 59.0 
17.8 1,359 15.2 
13.2 1,492 16.7 
12.1 814 9.1 











Se Se ll lU—lU rll 


The Theory of Progression 


Professors Walter Blum and Harry 
Kalven, Jr., collaborated in conducting an 
investigation into all phases of progressive 
taxation. The result of their investigation 
is a very worth-while study of the subject 
in the Spring, 1952 issue of the University of 
Chicago Law Review. The authors admit 
that progression may impinge on the pro- 
ductivity of society and they find substantial 
basis for pointing out that a progressive tax 
on income operates to lessen the inequali- 
ties and distribution of income. They also 
point out that a progressive tax on income 
is a politically irresponsible formula and 
counter with the statement that it has a 
distinct advantage as a way of redistribut- 
ing income. Since the authors’ work is one 
of the richest treatises on the theory of a 
modern income tax system, we have re- 
duced their long article to the following digest : 


ROGRESSIVE taxation is now re- 
garded as one of the central ideas of 
modern democratic capitalism and is widely 
accepted as a secure policy commitment 
which does not require serious examination. 


The single topic of this essay is the extent © 


to which progressive taxation can be jus- 
tified. It is probable that many do not 


reach the issue of progression because they 


tend to regard as decisive the fact that 
the rich pay more in taxes than the poor. 
But that is an attribute of both propor- 
tionate and progressive taxes and overlooks 
the real difference between the two. 


Progression can refer either to progres- 
sion in the marginal rates of tax or progres- 
sion in the effective rates, but it is possible 
to obtain progressive effective rates without 
having progressive marginal rates. Under 
a single rate of tax the granting of an ex- 
emption to all taxpayers results in a pro- 
gression of effective rates. As a practical 
matter there appears to be no way of grant- 
ing an exemption to the lowest income level 
in the community without producing the 
exemption type of progression in the effec- 
tive rates for a large number of persons 
with incomes above the exemption level. 


By the time the last gasp of constitutional 
objection to the principle of progression 
was published, the Supreme Court had dis- 
posed of all constitutional questions about 
progression and had done so with remark- 
ably little discussion. It is hard to trace 
a correlation between the intellectual devel- 
opment and the political history of progres- 
sion, but it is clear that the political history 
affords little insight into the merits of the 
principle. 


Tax-Wise 


Certain objections can be viewed as con- 
stituting a loose kind of prima facie case 
against the principle. The first such con- 
sideration is the price paid for progression 
in terms of complicating the structure of 
the income tax, expanding the opportunities 
for taxpayer ingenuity directed to lawfully 
avoiding taxes, creating very difficult ques- 
tions of equity among taxpayers and ob- 
scuring the implications of any given 
provision of the tax law.. With a flat tax, 
it is a matter of indifference, what the tax- 
able unit is. Another cluster of issues 
considerably aggravated by progression con- 
cerns the proper timing of income and 
expense items. A second basic objection to 
a progressive tax on income is that it is a 
politically irresponsible formula. Under any 
progressive system today the higher surtax 
rates are almost certain to apply only to a 
minority of the voters. This means that a 
majority are allowed to set the rates which 
fall exclusively-on the minority. But not 
to agree with this preference for majority 
rule is to reject democratic self-government. 
It is easy to overstate the political objection 
to progression. Essentially the point is that 
it places strains on the majority-rule prin- 
ciple which need not otherwise arise. 


A third line of objection to progression, 
and undoubtedly the one which has received 
the most attention, is that it lessens the 
economic productivity of the society. Pro- 
gression basically may impinge on the pro- 
ductivity of the society either by reducing 
the amount or quality of work put forth 
or by impeding the creation or maintenance 
of capital in the society. In the aggregate 
the tendency of progression is to cause the 
talented persons to prefer leisure more. The 
difficulty, however, is that there is no way 
of measuring how strong this tendency is, 
and in any event there are some minimizing 
considerations. Progression does not impair 
the incentive from prestige since the high- 
est income is still the highest income both 
before and after taxes, however high the 
marginal rate of tax. The impact of pro- 
gression on the creation of capital is more 
complex. Progression changes the odds on 
the risk involved in all investments, and the 
change is always in the direction of making 
them less attractive. In any event it cannot 


-be taken for granted that the discourage- 


ment of the most risky enterprises is, at 
our present level of technological develop- 
ment, an unqualified evil. The effects of 
progression on the incentive to work, on 
the incentive to take risks and on the in- 
centive not to consume thus al! appear to 
be highly indeterminate. However, it can- 
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not be denied that a shift of the tax burden 
to the wealthy does result in a significant 
diminution of savings, and therefore the 
potential for capital creation, in the society 
as a whole. 


OLLECTIONS under an income tax 

obviously will closely vary with changes 
in the level of economic activity. The in- 
stability of collections under an income tax 
will be increased even further if the rates 
are made progressive. But if government 
expenditures are varied with a view to com- 
pensating for changes in the general level 
of economic activity, the income tax will 
always be a desirable component. But there 
is no reason for believing that the magni- 
tude of the contribution of progression to 
economic stabilization is substantial. How- 
ever significant may be the objective of in- 
creasing consumption in a depression, the 
significance of the role of progression in 
achieving it would seem to be slight. The 
final and decisive weakness of such a case 
for progression is that it is a part-time case. 
Under boom conditions there is an explicit 
rejection of progression. 


The more traditional place to begin the 
affirmative case for progression is with the 
simple notion of estimating the benefits 
which the taxpayer purchases with taxes. 
If it can be shown that the benefits increase 
as income increases, and that at some levels 
of income benefits increase more rapidly 
than income, a compelling justification for 
progression will have been established. As 
far as the affirmative case for progression 
is concerned, there is an overriding weak- 
ness to all of the benefit approaches. How- 
ever, it is easily seen that the shortcomings 
of benefit theory are almost as embarrassing 
to the case for proportion as that for pro- 
gression. In either case the difficulties of 
isolating and measuring particular benefits 
are for the most part insurmountable. 


Another line of justification for progres- 
sion looks not at the benefits which the 
taxpayers receive from government, but 
rather at the sacrifices which the payment 
of taxes entails. The problem then becomes 
one of confiscating in an equitable manner. 
A convenient shorthand for the assumptions 
underlying this theory is to say that there is 
a general utility curve for money, which has 
a downward slope. At first impression it 
appears axiomatic that sacrifices for taxes 
should be exacted of all citizens equally. 
But “equality of sacrifice” is ambiguous. 
It can mean that the quantity of sacrifice 
demanded of each individual be equal, or 
it can mean that each should be required 


to give up an equal percentage of his total 
utility derived from money. The primary 
case for some progression in terms of equal- 
ity of sacrifice is the case under the propor- 
tionate-sacrifice formula. To produce some 
progression the proportionate-sacrifice stand- 
ard, under most possible utility curves for 
money, requires no knowledge of the curve 
other than that it declines somewhat. Wide 
variations in the utility curve are compatible 
with the assumption that it declines. The 
selection of a just scale of progressive rates 
under the proportionate-sacrifice standard 
requires more knowledge about the utility 


of money than the mere fact that it declines.: 


With not too much risk of overstatement, 
it can be said that only by intuition can the 
general shape of the curve be derived, and 
intuition is of dubious reliability when it 
comes to setting the exact rates of tax. 


Another main line of sacrifice theory seeks 
to apply directly to taxation the utilitarian 
first principle that law should be designed 
to bring about the greatest quantity of total 
satisfaction. In taxation this would require 
taxing so as to keep to a minimum the 
aggregate sacrifice imposed on the commu- 
nity as a whole. But while it may be true 
that if the utility of money declines, mini- 
mum sacrifice does give certain progression, 
it is no better guide than proportionate 
sacrifice in giving certainty as to the rates. 


Perhaps enough has been said to indicate 
that at best the case for progression is not 
very persuasive. But however modest that 
case is, it tends to dissolve altogether when 
the basic assumptions themselves are scru- 
tinized. In the end satisfaction in the sense 
of happiness defies qualification. Utility is 
a meaningful concept; units of utility are 
not. It is in the face of this difficulty that, 
even waiving all other objections, the whole 
elaborate analysis of progression in terms 
of sacrifice and utility doctrines finally 
collapses. 


woe sacrifice analysis is less fash- 
ionable today than it was a generation 
ago, there is still a popular notion that taxes 
should be levied in accordance with the 
respective abilities of the taxpayers to pay. 
To get progression under an income tax 
out of notions of ability to pay requires the 
thesis that ability increases more rapidly 
than income. Many of the supporters of 
this thesis turn out, upon scrutiny, to have 
been talking obliquely about sacrifice. Abil- 
ity then is but a less lucid way of approach- 
ing money as having a declining utility. 
In this sense ability to pay is the inverse 
of sacrifice or utility. 
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The general appeal of utility and sacrifice 
doctrine is likely explained further by an- 
other consideration. The ostensibly scien- 
tific form of sacrifice theory frequently 
conceals a normative judgment either about 
the way that people ought to value money 
or about the social value of typical expendi- 
tures at different levels of income. It does 
not seem promising to try to establish that 
the average expenditures of the less wealthy 
are any more worthy than the average 
expenditures of the more wealthy. This is 
particularly true if the social importance 


of savings and investment are taken into 
account. 


A progressive tax on income necessarily 
operates to lessen the inequalities in the 
distribution of that income. In substance 
the issue of progression and equality is 
simply the great issue of equality itself. 
The fact is that a progressive income tax 
may well have some distinctive advantages 
as a way of redistributing income. By using 
the tax system for redistribution, the mar- 
ket, at least within large limits, can be left 
to determine relative values and allocate 
resources through the price mechanism, 
with the freedom of individuals left rela- 
tively unimpaired, with no significant addi- 
tion to government manpower, and with no 
difficult discretionary judgments which gov- 
ernment personnel need make. What re- 
mains to be examined then is the possible 


rationale for desiring to lessen economic | 


inequalities within the confines of a private 
enterprise and market system. 


The most prevalent form of the general 
welfare argument is that reducing inequali- 
ity would tend to maximize economic wel- 
fare. By analogy to the political sphere it 
is urged that economic inequality must be 
avoided to avoid economic tyranny and to 
promote economic democracy. This line of 
argument appears to confuse wealth and 
monopoly. Moreover, the lessening of eco- 
nomic inequalities is at best an oblique 
attack on monopoly and in most situations 
the redistribution of income is not very 
likely to terminate economic monopolies. 
Money differences are only one of a long 
list of factors that divide men from one 
another in our society, and it is quite pos- 
sible that as differences in income were 
lessened other differences with more un- 
pleasant overtones would become more im- 
portant. This, of course, is not to contend 
that economic inequality is itself good. It 
is rather only to sound a skeptical note as 
to how much moral reform will be effected 
by this type of economic change. 


Tax-Wise 


One long-standing objection to the use 
of progression to correct some of the vari- 
ous imperfections of the system has been 
that it deals with effects and not causes. 
To the extent that a progressive tax system 
might operate to lessen concern with the 
direct enforcement of the antitrust. laws, 
for example, the objection has force. Al- 
most nothing is known about the distribu- 
tion of undeserved income, and guesses 
about its probable distribution seem to be 
a most precarious base on which to rest the 
tax structure. It is necessary to probe more 
deeply why there is a persistent attraction 
to the justice of greater economic equality 
among individuals. Regardless of how this 
point is put we are impressed with the 
importance of the society’s retaining the 
power to review and adjust the distribution 
of income and wealth which its markets and 
its laws bring about. We rebel at any no- 
tion that the society is foreclosed from 
second-guessing the market. The ultimate 
appeal of the progressive tax may then be 
that it is the only attractive way of doing 
this without interfering too much with the 
operation of the market. It is a sort of last 
refuge for doing something politely about 


‘the distribution of income under a market 


system. 


— is still another road leading to 

the problem of equality. Almost every- 
body professes to be in favor of equality 
of opportunity. What remains to be inves- 
tigated is the relationship between this kind 
of equality and economic equality. No pro- 
gressive inheritance tax can touch the source 
of economic inequalities among children. 
On the other hand a progressive income 
tax can, as one of its effects, help to mini- 
mize unequal inheritance. It is income, not 
wealth, which is the important operative 
factor here, and by bringing incomes closer 
together the tax tends to bring money in- 
vestments in children closer together. But 
if the more subtle forms for the influences 
on the next generation are to be equalized, 
nothing short of major changes in the in- 
stitution of the family can possibly suffice. 


The thing that most closely emerges is 
that the case for mitigating economic in- 
equalities is a different case when the refer- 
ence is to adults than when it is to children. 
As to adults, the basic concern is not with 
levels of real income but with relative in- 
comes, In this respect it is always pre- 
cariously close to being rested simply on 
envy. Furthermore, when the argument is 
stated in terms of general welfare there is 
dificulty in finding improvements in the 
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welfare of the whole community and not 
just in the welfare of the immediate re- 
cipients of the redistribution. When it is 
stated in terms of rewards, the argument 
is always dangerously near to providing 
too much about the irrationality or nar- 
rowness of rewards, or about the unfairness of 
the market system as an allocator of rewards. 


In the case of children these difficulties 
largely disappear. There is an enormously 
stronger ethical claim to equality for the 
sake of children. What may reduce to envy 
as among adults is surely justice as among 
children; the contribution to the general 
welfare which comes from equalizing op- 
portunities among the children is also com- 
pelling; and the majority of the doubts 
about the fairness of a competitive system 
of rewards would be put to rest if the start 
of the race were thus equalized. But even 
in the absence of significant private inheri- 
tances, and so long as the state does not 
undertake to raise all the children, the 
equalizing of opportunities may turn out to 
be circular. If the incomes of parents are 
subject to such levelling by taxation, they 
would be denied the opportunity to enjoy 
the differential rewards which they have 
earned. In effect we would be first making 
certain that the conditions for the race are 
fair and then calling the race off. 


The proposal of either radically high or 
radically low exemptions will almost cer- 
tainly invite the compromise proposal to 
graduate rates to some degree. If the ex- 
emption is of those below the subsistence 
minimum, graduation will be required to 
soften the impact of the tax on the poor. 
If the exemption is set high on equality 
grounds, both fiscal and political considera- 
tions will again call for graduated rates to 
keep enough persons in the system as tax- 
payers. Finally, these considerations invite 
a suspicion, albeit rather faint, that the 
whole elaborate superstructure of gradu- 
ated rates is but a by-product of the diffi- 
culties of handling the exemption problem. 


, THEORY of progression is a mat- 
ter of major importance for taxation. 
The adoption of progression necessarily in- 
fluences the positive law of taxation more 
than any other factor. But in the end it is 
the implications about economic inequality 
which impart significance and permanence 
to the issue and institution of progression. 
Ultimately, a serious interest in progression 
stems from the fact that a progressive tax 
is perhaps the cardinal instance of the 
democratic community struggling with its 
hardest problem. 
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The Tax Is on the Sparkle 


A wine importer’s cup of grief ran over 
recently when 208 cases of Aleatico wine, 
an Italian still wine, were found to be 
charged with carbon dioxide at the time 
of importation. Instead of an internal reve- 
nue tax of 15 cents per gallon on still wine, 
the importer was charged 15 cents per half 
pint tax against sparkling wine. Though the 
importer claimed that the wine was actually 
spoiled because of a second fermentation 
that took place after the wine was bottled, 
the decision of the customs court was that 
since it effervesced, it could not be still wine. 
If the size of each of the 4,992 bottles in- 
volved was a fifth of a gallon, the importer 
had to pay a tax differential of $2,246.40. 


Twenty States Now Allow 
Reciprocal Tax Suits 


Virginia this year became the twentieth 
state to permit other states to sue directly 
in its courts for delinquent taxes where 
those other states grant it the same privi- 
lege. 


Absent such legislation, tax suits are 
usually refused hearing unless the taxing 
state has first reduced its tax claim to judg- 
ment in its own courts and has instituted 
suit on that judgment. 


Other states with such reciprocity laws 
are Arkansas, California, Georgia, Indiana, 
Kansas, Kentucky, Louisiana, Maine, Mary- 
land, Michigan, Minnesota, Missouri, New 
Hampshire, North Carolina, Oklahoma, 
Oregon, Tennessee, Washington and Wis- 
consin. 


C-Notes Too Plentiful; 
Tax Evasion Suspected 


Big bills, $20 and up, constitute such a 
large part of the outstanding currency today 
that there exists considerable suspicion of 
tax evading and hoarding, says the Institute 
of Life Insurance. Figures used by it were 
compiled by the Federal Reserve System. 


Not only do the big bills make up a large 
percentage of the currency outside of banks, 
but the amount of outstanding cash is near 
the highest point in history, running into 
the neighborhood of $26 billion. The pre- 
vious peak was $26.7 billion at the end 
of 1946. 


Bills over $20 in denomination make up 
more than three fifths of the present amount 
of outstanding currency. And, $100 bills 
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alone, of which there are more than $5 
billion outstanding, represent nearly one 
fifth of the money in circulation. 


The suspicion of tax evasion or hoarding 
is strengthened, says the institute, by Fed- 
eral Reserve figures comparing the respec- 
tive rates of gain for the bills of larger 
denominations against the smaller bills the 
average person is accustomed to using. 


“Right now the total of $20 bills outstand- 
ing, by far the largest amount of any single 
denomination, is nearly six times greater 
than in 1939, and the $50 and $100 bills are 
not far behind in their rate of growth. By 
contrast, there are three and one-half times 
the amount of $10 bills outstanding now as 
in 1939, and only twice the amount of $1 and 
$5 bills,” the institute stated. 
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F. 2d 339 [49-1 ustc 79215], which went 
beyond the published rulings and extended 
capital-gains treatment to routine sales of 
animals culled from dairy or breeding herds. 
The third and latest step was the 1951 legis- 
lation (sec. 324 of the Revenue Act of 1951, 
amending sec. 117 (j) (1) of the Internal 
Revenue Code) designed to restate and 
clarify the results of the court decisions. 
This legislation provided that profits from 
the sale of ‘livestock, regardless of age, held 
by the taxpayer for draft, breeding, or dairy 
purposes, and held by him for 12 months 
or more’ should be eligible for capital-gains 
treatment. 


“The interaction of (1) the regulation per- 
mitting deduction of costs of raising live- 
stock added to a dairy or breeding herd and 
(2) the granting of capital-gains treatment 
upon the sale of such livestock is best shown 
by an example. Assume that a farmer raises 
to maturity, at a cost of $100, an animal 
which he places in a dairy or breeding herd. 
Later the animal is culled from the herd and 
sold for $150. The farmer’s profit is $50, 
which should be taxed as capital gain. 
However, the farmer is able to take the 
$100 cost as a current deduction to offset $100 
of otherwise taxable income. If he is using 
the cash receipts and disbursements method 
of accounting, the basis of the animal is 
then treated as zero, and the whole of the 
sales price ($150) is treated as capital gain. 
Only one-half of the sales price, or $75, 
is included in net income, which is less than 
the $100 previously deducted. This profit- 
able transaction not only escapes tax com- 
pletely but is actually permitted to create 
a tax loss which decreases the amount of 
the farmer’s taxable income from other 
transactions. 


“This situation is creating a serious dis- 
tortion in taxable income. Obviously, the 
larger the scale of the taxpayer’s business, 
the more serious is the distortion. Apply- 
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ing the figures of the above example to a 
rancher who adds 200 head of cattle annu- 
ally to his breeding herd, it will be seen 
upon computation that the taxpayer’s in- 
come would be distorted downward by 
$10,000 annually. 


“The adverse effect of this situation upon 
the revenue can be estimated from Depart- 
ment of Agriculture statistics which indi- 
cate that there are about 44,000,000 mature 
cows in this country, 23,400,000 being held 


-for dairy purposes and 20,600,000 for the 


production of beef calves. It would be con- 


servative to estimate that one-eighth of these 
cows, or 5,500,000 head, are sold annually. 


If the average cost of raising a cow to 
maturity is assumed to be $100, the ex- 
pensing of the cost would distort taxable 
income downward by $275,000,000 a year. 
This figure would be increased if pigs, 
sheep, and other livestock were taken into 
consideration. 


“These revenue considerations are impor- 
tant. However, what makes the situation 
even more serious is that almost intolerable 
inequities have been created among farmers 
and ranchers using different accounting 
methods. The windfall which has been 
illustrated is being shared only by those 
farmers and ranchers who file returns upon 
the cash receipts and disbursements method 
of accounting. This discriminates heavily 
against farmers and ranchers who use the 
accrual method of accounting. The general 
practice of the latter group is to inventory 
the animals raised for draft, breeding, or 
dairy purchases at round figures represent- 
ing the estimated costs normally incurred 
in raising animals of the particular age and 
class. Therefore, if the farmer on the ac- 
crual basis raises at a cost of $100 an 
animal for addition to his dairy or breed- 
ing herd and later sells the animal for $150, 
he will pay a tax upon one-half of the gain 
(that is, upon $25). 
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It is the duty of the Commissioner to deny 
the requests of farmers and ranchers to 
change from the accrual to the cash basis 
in order to obtain a tax windfall. The ac- 
crual basis reflects their income better. 





“The result is that farmers and ranchers 
using the accrual basis are now paying tax 
on the true amounts of their capital gains, 
whereas those on the cash basis are re- 
ceiving windfalls which not only wipe out 
their capital gains but also a part of their 
income from other sources. 


“In three recent instances the Congress, 
upon recommendation of your committee, 
has enacted remedial legislation to prevent 
actual gains from being converted into tax 
losses. First, in section 211 of the Revenue 
Act of 1950, legislation was enacted to pre- 
vent short sales from being used for that 
purpose. Secondly, in section 322 of the 
Revenue Act of 1951, the method of offset- 
ing short-term and long-term capital gains 
and losses was changed in order to prevent 
profits of speculators or investors from tak- 
ing on the appearance of tax losses. Thirdly, 
in section 323 of the Revenue Act of 195], 
the costs of growing unharvested crops 
which were sold with the land at capital- 
gain rates were required to be capitalized 
in order to prevent tax windfalls. The 
livestock situation falls in this same gen- 
eral category; moreover, the existing in- 
equity between users of the cash basis and 
users of the accrual basis presents an addi- 
tional reason for legislative action. 


“It is estimated that perhaps 75 percent 
of the cattle ranchers are now on the ac- 
crual basis and that a relatively small per- 
centage of the farmers who raise some dairy 
or breeding cattle are also on that basis. 
Since the accrual basis reflects income more 
accurately and is helpful in preventing a 
bunching of income when the size of the 
herd is reduced, the Department of Agri- 
culture and the livestock associations have 
for years been encouraging the use of that 
method. 


“However, the windfall now available to 
users of the cash basis, has led to a large 
and increasing number of requests from 
farmers and ranchers now on the accrual 
basis for permission of the Bureau of In- 
ternal Revenue to change to the cash basis. 
In 1951 about 45 such requests were re- 
ceived, all of which were denied. At the 


present time there are 200 such requests 
pending and the number continues to grow. 


“As you know, a taxpayer can change his 
accounting method only if he receives per- 
mission from the Commissioner of Internal 
Revenue. Obviously, it is the duty of the 
Commissioner of Internal Revenue to deny 
the requests of the livestock raisers to 
change from the accrual to the cash basis 
(1) because the accrual basis now being 
used by them better reflects their income 
than the cash basis which they desire to 
use, and (2) because the requests are not 
being made for any business reason but 
solely in order to obtain a tax windfall. 
Moreover, the change requested by these 
taxpayers is inhibited by the report of your 
committee upon the Revenue Act of 1951, 
stating the belief of your committee that 
gains from sales of livestock should be 
computed ‘in accordance with the method 
of livestock accounting used by the tax- 
payer and presently recognized by the 
Bureau of Internal Revenue’. For these 
reasons, it has been decided that, consistent 
with the action taken upon the requests 
last year, the pending requests are to be 
denied. 


“However, even though it is clearly the 
Commissioner’s duty to deny these requests, 
this action will prolong the serious inequity 
which has been described unless action is 
taken to eliminate the windfall now being 
enjoyed by the users of the cash basis. 
Consideration has been given to elimination 
of this windfall by an exercise of the admin- 
istrative authority to prescribe accounting 
methods. This course of action has been 
carefully explored in conferences with the 
representatives of the livestock association 
and of the Department of Agriculture. 
However, the conclusion has been reached 
that administrative action to eliminate the 
windfall is undesirable in view of the report 
of your committee referred to above. It 
has been urged that this report, to the effect 
that gains from sales of livestock should 
be computed in accordance with ‘the method 
of livestock accounting used by the tax- 
payer and presently recognized’, prevents 
amending the regulations to require capi- 
talization of the cost of raising livestock 
held for draft, breeding or dairy purposes. 


“This Department has given careful con- 
sideration to the development of a method 
of capitalization which will not require 
detailed record keeping on the part of 
farmers. It would be feasible to permit 
farmers to use as their costs for tax pur- 
poses a round amount representing the 
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estimated normal cost of raising animals 
of the particular age and class. This is 
similar to the so-called unit-livestock-price 
method of inventory now permitted to 
accrual basis ranchers and farmers. Once 
a reasonable figure is established, it could 
be permitted to remain undisturbed for 
5 years or more in the absence of notice- 
able changes in costs of feed, labor, etc. 
It is recognized that farmers in different 
parts of the country may have different 
costs and the Bureau of Internal Revenue 
would be expected to permit some tolerance. 
A farmer who does his own work and 
raises his own feed would have little, if 
any, cost to capitalize, since only the outlay 
of cash or its equivalent would be taken 
into consideration. All in all, it is believed 
that this system will present no greater 
difficulty in bookkeeping than the presently 
required capitalization of the cost of pur- 
chased animals, farm machinery and equip- 
ment, and farm improvements. 


“Since there is disagreement as to the 
existence of administrative authority to 
eliminate the windfall and resulting in- 
equity, legislative action appears to be the 
wisest course. Therefore, your committee 
will need to give consideration to the ap- 
proval of legislation to require capitaliza- 
tion of the cost of raising livestock held 
for draft, breeding, or dairy purposes. This 
would bring the tax treatment of raisers 
of such livestock who use the cash basis 


into line with the treatment of those who 
use the accrual basis and with the treatment 
of farmers and ranchers who purchase 
livestock for such use. 


“In order to avoid retroactive hardship, 
only future costs of raising animals for 
draft, breeding, or dairy purposes should 
be required to be capitalized. For con- 
venience, the new rule might be applied only 
to taxable years beginning after the date 
of new legislation. Mature animals in the 
herd would then retain their existing basis; 
that is, if they were raised by the taxpayer 
and have a zero basis they will retain that 
basis. Only the costs of raising the growing 
animals during future taxable years would 
be capitalized. In this manner, the tax- 
payer would gradually change into the new 
treatment and retain the advantages of 
whatever basis he had in the past. 


“In view of the foregoing, it is clear that 
this matter requires legislative considera- 
tion not only for the protection of the 
revenues but also in the interest of equity 
among taxpayers. The Department recog- 
nizes, however, that because of the complex 


_nature of this problem and the heavy calen- 


dar already facing this Congress it may be 
necessary to defer legislative consideration 
until early next year. Nevertheless, in view 
of widespread interest in this matter, it 
is considered desirable that the Depart- 
ment’s position be made known without 
delay.” 


City Tax Calendar... 


September 15—Arizona: Phoenix business 
privilege tax reports and payment due. 
Colorado: Denver sales tax reports and 
payment due. Ohio: Columbus estimated 
corporate income tax third installment 
due; Columbus estimated personal income 
tax third installment and, if necessary, 
amended tax declaration due; Youngstown 
estimated corporate income tax third in- 
stallment due; Youngstown estimated per- 
sonal income tax third installment due. 
Pennsylvania: Erie employer withholding 
tax reports and payment due; Erie per- 
sonal income tax third installment due; 
Erie School District income tax third 
installment due; Philadelphia employer 
withholding tax reports due; Scranton em- 
ployer withholding tax reports and payment 
due; Scranton School District employer 
withholding tax reports and payment due; 
Scranton School District estimated income 
tax third installment due. Washington: 
Seattle occupation tax reports and pay- 
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ment due; Tacoma occupation tax reports 
and payment due. 


September 20—Louisiana: New Orleans 
sales and use tax reports and payment 
due. 


September 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. 


September 30—California: Los Angeles 
monthly sales and use tax reports and 
payment due. Ohio: Dayton estimated 
corporate income tax third installment 

* due; Dayton estimated personal income 
tax third installment due; Toledo esti- 
mated corporate.income tax third install- 
ment and, if necessary, amended tax 
declaration due; Toledo estimated personal 
income tax third installment due. Penn- 
sylvania: Erie School District employer 
withholding tax reports and payment due. 
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State Tax Calendar 


Since taxes in relation to business are 
growing in complexity, more space is being 
devoted to the presentation of articles ex- 
planatory of this ever-changing picture. 
Therefore, the State Tax Calendar will 
include the report and payment due dates 
for only the important taxes—franchise, 
income and property. If the states in which 
you have interests are not listed, there are 
no franchise, income or property tax reports 
or payments due therein for the month 
covered, 


ALABAMA: September 15—Corporate in- 
come tax third installment due.—Personal 
income tax third installment due. 


ARIZONA: September 1—Property re- 
ports from private car companies due 
(last day). 


CALIFORNIA: September 15—Bank and 
corporation franchise tax second install- 
ment due.—Corporate income tax second 
installment due. 


CONNECTICUT: September 30—Annual 
reports and fee (certified copy) from 
foreign and domestic corporations due (to 
be filed with town clerk). 


DISTRICT OF COLUMBIA: September 
30—Property tax semiannual installment 
due (last day). 


GEORGIA: September 15—Corporate in- 
come tax third installment due.—Personal 
income tax third installment due. 


IDAHO: September 1—Franchise license 
tax statements and payment due (last 
day). September 15—Corporate income 
tax second installment due.—Personal in- 
come tax second installment due. 


ILLINOIS: September 1—Real property 
tax semiannual installment due. 
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MAINE: September 1—Franchise tax due. 


MARYLAND: September 15—Corporate 
income tax third installment due.—Per- 
sonal income tax third installment due. 


MINNESOTA: September 15—Corporate 
income tax second installment due.—Cor- 
porate income tax third installment due 
(over $30).—Personal income tax second 
installment due.—Personal income tax 
third installment due (over $30). 


MISSISSIPPI: September 15—Corporate 
income tax third installment due.—Per- 
sonal income tax third installment due. 


NEBRASKA: September 1—Real property 
tax second installment due. 


NORTH CAROLINA: September 15— 
Corporate income tax third installment 
due.—Personal income tax third install- 
ment due. 


NORTH DAKOTA: September 15—Cor- 
porate income tax third installment due.— 
Personal income tax ‘third installment 
due. 


OHIO: September 20—Tangible and in- 
tangible personal property tax semiannual 
installment due.—Tangible personal prop- 
erty tax from intercounty corporations 
due. 


OKLAHOMA: September 15—Corporate 
income tax third installment due.—Per- 
sonal income tax third installment due. 


SOUTH CAROLINA: September 15— 
Corporate income tax third installment 
due.—Personal income tax third install- 
ment due.—Property tax installment due. 


UTAH: September 15—Excise (income) 
tax third installment due. 


VERMONT: September 15—Personal in- 
come tax third installment due.—Property 
reports from railroads due. 
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Federal Tax Calendar 


« 


‘ eptember 15 


Due date for third quarterly payment 
by corporations on income tax due for 
calendar year 1951 (installment is 15 
per cent of the tax). 


Date for filing declaration of estimated 
tax by individuals for calendar year 
1952 if filing requirements were first 
met after June 1, 1952, and _ before 
September 2, 1952. Installment pay- 
able is one half of estimated tax. 


Due date for payment of one quarter of 
estimated tax for 1952 by individuals 
whose declarations were due on March 
15, 1952, and whose payments are on 
the installment basis. 


Due date for employers who withheld 
more than $100 in taxes (federal in- 
come tax on wages under Code Section 
1622 and Federal Insurance Contribu- ° 
tions Act taxes under Code Sections 
1401 and 1410) during August for deposit 
of such amount with a federal reserve 
bank or other authorized depositary. 
(Regulations 116, Section 405.606.) 


Due date, by general extension, of returns 
for the fiscal year ended March 31 in 
the case of (1) foreign partnerships; 
(2) foreign corporations which maintain 
offices or places of business in the 
United States; (3) domestic corpora- 
tions which transact their business and 
keep their records and books of ac- 
counts abroad; (4) domestic corpora- 
tions whose principal income is from 


States Juggle Gas Tax Rates in 1952 


The value of the gasoline tax as a pro- 
ducer of state revenue was demonstrated in 
this “off year” by the fact that three states 
and the District of Columbia passed legisla- 
tion affecting the tax rate. ‘Massachusetts 
recently upped its rate to five cents a gallon, 
effective in 1953. The increase will go to 
finance an extra $200 million that has been 
authorized for highway building. In the 
District of Columbia, an increased rate of 
five cents a gallon has been in effect since 
July 1. On July 29, Missourians will begin 
to pay a new three cents a gallon rate. 


sources within the possessions of the 
United States; and (5) American citi- 
zens risiding or traveling abroad, in- 
cluding persons in the military or naval 
service on duty outside the United States. 
(Regulations 111, Section 29.53-3(a).) 
Forms: (1) Form 1065; (2)-(4) Form 
1120; (5) Form 1040. 

3y general extension, last day for fidu- 
ciaries of estates and trusts to file non- 
taxable returns of income for fiscal year 
ended April 30, 1952. Extension is 
not applicable to returns of beneficiaries 
or other distributees of such estates 
or trusts. (Regulations 111, Section 
29.53-3(b).) 

Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for August. Form 957. 

Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. 


September 30—— 


Returns for excise taxes due for August. 
Forms 726, 727, 728, 728(a), 729, 932. 


lLouisiana’s present nine cent rate is sched- 
uled to drop to seven cents on September 1. 
Gasoline sales and revenues in [louisiana 
border areas had dropped as_ residents 
crossed the state line to avoid the high tax. 


In addition to these changes, voters in 


Montana will vote in the November general 


election on a referendum calling for a one 
cent increase in the gas tax rate; and Ari- 
zona voters will cast ballots for or against 
a measure to prohibit gas tax diversion for 
other than highway purposes. 





Other Helpful, Informative CCH Magazines 


Labor Law Journal 


% Specifically designed and edited to promote sound 
thinking on labor law problems, the Labor Law 
Journal publishes incisive articles concerned with the 
intimate and complex relationship of Law, Labor, 
Government, Management, and Union. Month after 
month, the Journal brings you the serious thinking, 
the reasoned conclusions, the viewpoints, and atti- 
tudes of leaders of thought and action—on significant, 
pivotal labor law problems. 


Specialists in that field—from government, law, 
union, education, management —treat troublesome 
phases of labor law in factual, hard-hitting articles. 
No punches are pulled—nothing is “slanted.” Issued 
monthly; subscription rate—$6 a year. Sample copy 
on request. 


Insurance Law Journal 


% Month after month, this helpful magazine presents 
timely articles on pertinent subjects of insurance law, 


digests of recent 


decisions, comments on pending 


legislation, rulings of state commissioners and attor- 
neys general, and other features reflecting the chang- 
ing scene of insurance law. The Journal is edited 
exclusively for insurance law men, by insurance law 
men. Emphasis is on the insurance law fields of Life, 


Health and Accident, 


Fire and Casualty, Automobile, 


and Negligence. Issued monthly; subscription rate— 
$10 a year, including a handsome binder for per- 
manent filing of each monthly issue for a year. Send 


for a sample copy. 
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Food: Drug:Cosmetic Law 


Food Drug Cosmetic Law Journal 


* Essentially, the purpose of the Journal is to stimu- 
late and facilitate the exchange of professional views 
in a highly specialized field of law. Each issue pre- 
sents signed articles—by specialists, public officials, 
and other authorities—on legal problems involved in 
the preparation, packaging, labeling, storage, and dis- 
tribution of foods, with respect to nutrition, health, 
and the general public welfare, in addition to notes on 
legislative, administrative and judicial developments. 
Issued monthly; subscription rate—$1® a year, in- 
cluding binder for year’s issues. Sample copy sent on 
request. 


All Published by 
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PUBLISHERS OF TOPICAL LAW REPORTS 


214 N. MICHIGAN AVENUE, CHICAGO 1, ILL. 
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